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Ihe ENTRODUCTION 


A. PUREP@SE 

The purpose of this thesis is to develop information 
Maeiteehewpotential Wse ©f Corporate Trade Payments by the 
Navy. Corporate Trade Payments are a recently developed 
electronic payment mechanism that eliminates paper documents 
(checks) from bill paying procedures. Their use by the Navy 
for paying vendors could result in more efficient processing 
and timely disbursement of funds. Whether their use would 
be cost beneficial, or otherwise desirable, is examined in 
this thesis. The information it systematically develops is 
intended to give decision makers within the Financial 
Systems, Policy and Planning Operations Directorate, Navy 
Accounting and Finance Center, a basis for considering using 


Corporate Trade Payments in the Navy. 


lees SCOPE 

This thesis discusses the potential use of Corporate 
Trade Payments by the Navy. Its approach is conceptual in 
nature and does not address specific implementation 
procedures. It makes an analysis of Corporate Trade 
Payments costs and compares them to costs of checks. 
Additionally, it surveys the environment of private 


companies now using them. 


The outline of this Ehesis is as 26) lews. ) Clapee ew 
is a review of electrenme Buns er aneeomoitscee 
technology, environment and possible future. Chapter III 
specifically describes the Corporate Trade Payment and how 
it might be used by the Government and the Navy. Chapter IV 
discusses the methodology used in determining whether 
Corporate Trade Payments use would be cost beneficial for 
the Navy. Chapter V is an analysis of the data that were 
collected. Chapter VI is an analysis of the private sector 
environment in which Corporate Trade Payments are being 
used. Chapter VII summarizes the thesis and states its 


CONG ais eins. 
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As Eyer of o lio 
Tne function of payment systems is to provide a means 
for conducting exchanges of values. These exchanges usually 
involve goods, services, or financial obligations on one 
Side, and money on the other side. The money used in the 
exchange can include coin, paper money, checks, or credit 
instruments. Because they facilitate the exchange process, 
payment systems have become all-pervasive and essential to 
Eiemonecrarion @f OUr modern society. This is very much in 
contrast to what nineteenth century classical economists 
would have thought. 
Thus John Stuart Mill stated: 
It must be evident, however, that the mere 
introduction of a particular mode of exchanging 
things for one another by first exchanging a thing 
for money, and then exchanging the money for 
something else, makes no difference in the essential 
aiieaeeer OF tianSaeesOnS ..@eeegene (here cannot, in 
short, be intrinsically a more insignificant thing, 
in the economy of society, than money; except in the 
character of a contrivance for sparing time and 
labor. It is a machine for doing quickly and 
commodiously, what would be done, though less quickly 
and commodiously, without it: and like many kinds of 
machinery, it only exerts a distinct and independent 
influence of its own when it gets out of order. [1] 
This idea was based on the fundamantal concern of the 


classicists with the "long run." In today's world, where 


the sparing of time and labor is often of the utmost 


deal 


essence and competition and technology run at breakneck 

speed, there must hbeva much greater oem rie 2 0OCee Une 
Whenever a significant need has been recognized for timely 
and cost effective payments, some form of payment mechanism 


has arisen to meet that need. 


Be CHECKING ACCOUNT DERPesi iS 

The major part of the monetary stock of the United 
States is in the form of demand deposits at commercial 
banks. Demand deposits are bank liabilities arising out of 
receipt of monies by a bank from its customers. These 
liabilities must be paid by the bank upon demand by the 
customers, who state their payment orders by means of 
checks. The check is the device that allows transfer of 
funds from one account to another to satisfy debts. This 
ability to transfer balances betweenvaccounts lam waa 
made checks acceptable as the primary means of payment in 
the United States. 

Checks became popular in the United States in the 
1870's and 1880's because of stringent restrictions placed 
on the issuance of currency under the National Banking Acts 
of 1863 and 1865 [2]. They are today the most popular 
payment mechanism. Checks can be drawn on any of the 14,000 
commercial banks in the 50 states and also upon thrift 
institutions that offer negotiable orders of withdrawal 


(NOW) accounts. 


eZ 


In order for checks to function as a payment mechanism 
maeGe MUSE Cxist a thorough metwork of communications, 
transportation, and computers to clear them from account to 
account. The clearing mechanism operating in the United 
States today is probably the most efficient paper-oriented 
‘communications system in the nation. The clearing process 
1s operated as a partnership between the Federal Reserve and 
the larger commercial banks. The commercial banks prepare 
and presort the checks for entry into the system and the 
Feceral Reserve maintains the arterial flow of checks 
Peeweem and within 2tS districts. 

Certain advantages have favored the widespread use of 
checking accounts as a means of payment. Checks can be 
drawn for the exact amount of payment, thereby eliminating 
the need for change. Checks can be transported easily, 
regardless of the distance involved. When endorsed by the 
payee, the check serves as a receipt of payment. The great 
majority of checks change hands only once, beginning with 
the payor and ending with the payee. The checks are, in 
effect, just a series of paper orders to the banks to adjust 
their books in accordance with the depositors' wishes. 

Although checks are responsible for well over 90 
percent of the total dollar value of payment transactions 
made, the typical check size is relatively small. More than 


half are written for amounts less than $50. The 1 percent 


3 


of checks written for more than $10,000 represent 80 percent 
of the dollar value of funds transferred by check. [3] 

The check payment system is operated by commercial 
banks acting individually, through correspondent banks and 
other direct relationships, and Ehreugil ees 
clearinghouses. The Federal Reserve System assists this 
operation by establishing standards and procedures and by 
operating a national clearing system, the arterial flow for 
checks. This flow mechanism for checks has been necessary 
because of legal technicalities and banking custom which 
required the paper checks to follow the flow of financial 
information through the communications network. Therefore, 
even though the banking industry is highly automated, the 
payments system is still highly labor intensive because of 
the paper handling requirements. 

Check handling in most banks in the United States was 
partially mechanized by 1940 [4]. The machines used were 
mecnanical sorters and tabulators that provided a method of 
proving deposits by entering the amounts of the checks 
through a keyboard. The checks proved could then be 
mechanically conveyed to a selected bin. These machines 
represented a marked improvement over the earlier method of 
manually listing and sorting and could process between 1,000 
and 1,200 checks per hour. At this minimal level of 


automation, further handling of the checks was still 


14 


required before they coulda be forwarded to the bookkeepers 
or oundled into clearing house packages. 

teeeuga the (940 sxand 1950's, technological. progress 
in the handling of checks and maintenance of accounts did 
not keep pace with the changes in the volume of check 
Mietielig. In ee eaniy los 0)s78o Dillion enecks were 
written annually in the United States [5]. In the early 
1960's, more than 12 billion checks were written annually in 
tem ted otates. By 1974 the amount had risen to 28 
billion and bank experts were predicting an escalation to 44 
billion by the early 1980's [6]. There began to be serious 
concern that the check processing system would collapse 
during this decade due to limited clearing capacity. This 
potential collapse of the predominant payment system and the 
Penmelegical Growth in computers then focused thinking on a 
m@cemless Society.” 

In 1971, technology gave the payment system a reprieve 
from the predicted collapse. The Federal Reserve System 
undertook a two stage program to restructure the nation's 
payments mechanism through the use of organizational change 
and recent technological developments. 

The first stage of the restructuring was the 
establishment of a series of regional check processing 
centers (RCPC's). The RCPCS were concentrated in the East, 


West, and mid-West in basic alignment with the major 


i 


population centers of "the United Stace= enomeecoeics: 
Reserve intended for these additional check clearing centers 
to result in faster, more convenient and more economical 
banking service to the public. These RCPC's were able to 
process a greater volume of checks in less time, due in part 
to a Seer in checks--the magnetic character 
recognition code (MICR). The MICR was imprinted directly on 
the check and permitted a rapid electronic scanning and 
mechanical sorting to speed delivery of the checks to the 
RCPC concentration points. The MICR reader/sorters could 
process checks at a rate of 100,000 per hour. When 
operating in conjunction with a computer, tt coulda =atso 
handle the related payments and bookkeeping necessary for 
the payment system to keep functioning. [7] 

From about this point im eime on, ehe conmemerea 
banking industry evolved into the largest single user of 
computers in the United States, except for the Government. 
The reason for this is that computers, along with MICR 
equipment, permitted the automated handling of checks. The 
increased speed of mathematical computation provided by 
computers was not a primary objective of their use because 
check clearing calculations are relatively simple and 
computationally short. Of far greater significance to the 
banking industry was the opportunity to handle the 


increasing volume of checks by electronic automation. An 


16 


once=ning <gne 


Q 


Amezicanm Bankers' ‘Association report 
meCmanization of cneck handling in 1956 stated a primary 

use for computers as the replacement "for the hands, eyes, 
ana the more automatic phases of mental activity." [8] 
Increasing check volume required increasing use of computers 
tO Keep up with the demancs of the payment system. This 


zmerneasano use of computers by the banking industry led to 


the Federal Reserve's second stasge of pavment svstem change. 


oe AUTOMATED CLEARING HOUSES 


fee evs PeGeral pheserve SeGr In MOtIOn tne second 


97) 


ease Of TES TeStructuring program by inviting comments 


ty 


ecarding the fundamental structure C= He Mactom S Payrents 
mechanism. It specifically raised the question of how an 
Pei-ernronic tunes transfer system (EFTS) could be 
ampkementecd. “An EFTS substitutes electronic transactions 
for paper documents. This potentially reduces the eifective 
Pepe ane, a1Stance fKom Point of initiation to point of 
postang to close to zero by eliminating the physical 
movement of paper. The Federal Reserve recognized that 
technological evolution would have a significant effect on 
the payment system. 

Peweiemn.. © COMNOL, President, EFL Group, Inc. 
Slmmarized the effece of technology on the payment system: 
The view from the future, however, is that we are in 


Pact mmoOv’mm™G Into an information-oriented society and 
the payment system which will function in that 


G7 


environment will be an information-based system. The 
system will deal with information about money. In 
fact the difference between money and information 
about money takes some definition: Checks are no 
more than information about the ownership of money; 
electronic checks {teansrers) are Uae voane a | 

The concept of the automated clearing house (ACH) was 
first formulated as a solution to the predicted crushing 
volume of paper checks. The concept was made possible by 
the advances of computer technology melded with the i1cea 
that checks are just information about the ownership of 
money. The idea was that an ACH could electronically 
transfer funds through a telecommunications network linking 
banks, savings and loan institutions, and credit unions. 
The voluminous paper flow could be eliminated. 

An automated clearing house, then, iS a processing and 
delivery facility that provides for the distribdution and 
settlement of electronic debits and credits. Through a 
nationwide telecommunications network linking 11,000 
commercial banks, 3,500 ENrIEt InStilturilons sanae2 70 0. 
companies, local ACHs ean communicate with other ACHs to 
exchange information about money gquickly, efficiently, and 
with no regard to the geographic distances involved. This 
nationwide telecommunications network evolved from the 
interconnecting Of local yAGiee 

In 1974, the National Automated Clearing House 


Association (NACHA) was organized to staff and monitor 


Standards and regulations needed to facilitate the 


Jos 


imgerregional exchange of information. In 1975 there was 
Significant growth in ACH development that has continued to 
the present time. Today there are 32 regional ACH 
associations serving the United States. Most of the 
Begional ACH s usesthe clearing facilities, delivery 
methods, and settlement services operated by the Federal 
Reserve, although some use private processing facilities as 
well. 

The function of the ACH is, therefore, one of 
information and funds transfer in that it performs the same 
basic function as a clearing house that handles checks. The 
difference is that the ACH passes information electronically 
from computer to computer rather than by paper check. 
Additionally, the ACH truncates the check process. Four 
separate check activities are eliminated: eye Ppreoparing the 
eneck 2) matting the Gneck, (3) cashing or depositing the 
epeex, and (4) clearing the check. The level of computer 
technology available permits handling large numbers of 
transactions in very short periods of time. 

Ane Hew oom AChE OCeso. WOKrks 

Payment data flow through the ACH system in 
electronic form and can represent many variations of 
settlement. The transaction information flows ina 


prescribed format according to a fixed processing/delivery 


a, 


seneanne which is governed by the predetermined settlement 
date for the payment. 

The Federal Reserve system provides all computer 
processing and delivery support necessary for the ACH 
operation. There iS One exception €o Enis, Somde eta ese 
New York regional ACH. It is operated by an association of 
commercial banks rather than the Federal Reserve. Net 
settlement is still made through the Federal Reserve. 

On the settlement date, all parties to the 
transaction will settle simultaneously. These parties 
include the originating company or Government agency, the 
originating depository financial institution (ODP Rye 
Originating ACH, the receiving ACH (if the transaction is 
interregional), the receiving depository financial 
institution (RDP1) 7 and ene weec ieee en >a ee 

The ODFI debits or credies Ehencelaguna ima 
company's account. The originating ACH debits or credits 
the reserve account of the ODFI and, if the RDFI is a member 
of the local ACH, debits Or ecredies@its treseugye accoun. . sae 
the RDFI is not local, the data are sent to the receiving 
financial institution's ACH where its account is debited or 
credited. The receiving ACH debits or credits the account 
of its RDFI. The RDFI then debits or credits its member's 


aCCOUTIES:. 
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Tne RDFI does not need electronic processing 
Sapaorlities to be a member of an ACH association. The ACH 
will provide paper print-outs of transactions to it. 
Transactions listed on a print-out would then have to be 
manually posted and the account holder notified of the 
transaction by some means. If the RDFI has automated 
Capabilities or subcribes to a computer service bureau, it 
receives a magnetic tape, diskette or direct transmission 
from the ACH. Federal Reserve policy allows the RDFI to 
select only one of the four media. 

NACHA rules, along with local ACH rules, govern 
all ACH transactions. One of the governing rules requires 
that a ten-day notification transmission be sent before a 
live settlement tranaction can be initiated. The ten-day 
notification sends a zero dollar amount including the 
routing and transit number of the receiving financial 
institution, its name, its customer's name, and an account 
number through the network. The notification transmission 
alerts the RDFI that live dollar transactions will follow 
and verifies the customer account information and 
PMipnerrzatiom Of future Eransactions. Errors must be 
reported to the ODFI within ten days so corrections can be 
made by the originating company before the actual payment 


Baeamciissiton is made. [10] 


Jaalk 


Ze A Navy Originated Transaction Example 


pm rr rr a 


A possible payment transaction between the Navy 
and a vendor would flow as follows: 


gat A The Navy creates a NACHA formatted data 
string of paymene tarermaeron. 


os Prior to the settlement date, the Navy 

delivers the payment data (by tape, data link, diskette or 
maper listing) to its Originating finanera ens et) ea rene 
For the Navy, the ODFI would be the Federal Reserve Bank 
in that area. The timing of the delivery must conform to 
all local and interregional schedules. 


a The ODFI transmits the payment information to the 
local ACH. 
-4- The local ACH, or originating ACH, sorts the 


payment items by routing and transit numbers, delivers or 
transmits the local items to local receiving financial 
institutions for posting, and sends tne remainder to tne 
interregional ACH network via high-speed transmission. 


=/5:S The receiving ACH delivers or transmits the 
payment information to the local RDFIs for posting. 


=6= On settlement day, all parties to the transaction 

effect the appropriate settlement. The rules that govern 

the ACHs contain the interregional transmission schedules 

and include provisions that funds must be available and 

posted to the bank account at Ehe ROE nome becweaane ce 

settlement date. [11] 

See ACH Use 
In the early 1960°s, mone” thane bi] liomeenceics 

were written annually in the United States. The current 
number 1S over 35 billion and rising at the rate of 6 to 7 
percent per year [12]. The original fear that the payment 
system might collapse due to the increasing volume is not 


now considered a real threat, but the labor, material and 


overhead costs to process checks have become increasingly a 


ZZ 


To tiem OrOblenwe@oncoumeer these costsjmethe movement 
toward an electronic payment mechanism is well underway. It 
would also appear that this movement is both desirable and 
irreversible. 

One of the most significant factors in the 
movement toward EFT and the acceleration of ACH activity was 
the action by the Treasury Department in 1974 to implement 
direct deposit programs for Government payments. The 
greatest attention was given to the program for direct 
deposit of Social Security payments through the ACH's. In 
December of 1975, only 189,000 of the transactions processed 
through the ACH network were Government generated. One year 
later the number had grown to 4.7 million [13]. By 15984, 
the number was over 200 million [14]. The Treasury's goal 
1s to make 65 percent of all Government payments by EFT 
methods by the end of fiscal 1990. Treasury data indicate 
that between 1972 and 1984 the number of payments issued 
annually by the Department of the Treasury on behalf of tne 
various Government agencies increased by 40 percent, from 
approximately 500 million to approximately 700 million. The 
Direct Deposit Program (DD/EFT) alone has been successful in 
converting nearly all of this increase to electronic 
payments instead of paper checks. Treasury expects cost 
Savings of more than $100 million annually when the 65 


percent goal is reached [15]. Direct deposit of Social 


Ze 


Security payments alone is now in excess of 13 million 
payments per month. [16] 

The private sector has not accepted the ACH 
payment mechanism as quickly as has the Government. Until 
1978, ACH growth occurred mainly within the local regions. 
Interregional exchanges of information were possible only by 
the exchange of magnetic tapes, which was considered a major 
impediment. In late 1978, electronic interregional exchange 
was implemented; the result was a truly nationwide ACH 
payment mechanism. Electronic exchange made it practical 
for corporations with nationwide operations to use the ACH 
to disburse and collect funds from alieoever che eounes,- 
Electronic exchange also marked tne point of greater 
acceptance by the private sector. In 1975, og eeo ure 0109) 
transactions were generated by the private sector in local 
ACHs. After implementing interregional electronic exchange, 
the number increased to more than 11 million by 1982, a 
compounded growth rate of more than 74 percent. [17] 

Despite this high growth rate in ACH use, 
estimates for private sector origination of ACH transactions 
for 1984 are but in the 190 million range. This amount may 
pe over 800 times larger than the number transmitted in 
1975, but 1t is less than 122 percene ofvenewcomoined 


business generated check and ACH volume. Business 
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originated checks have not, therefore, been significantly 
displaced by ACH payment mechanisms. [18] 

There are three specific ACH services that offer 
ore ticant Opportunity to private firms for eliminating 
check-based payments. One of these services is the direct 
deposit of payroll, the same service that has been very 
successful for the Government. Another is the ACH 
concentration transmission, where relatively low volume but 
high dollar amount checks are replaced. The last service is 
mime COrporate—-Lo-Ccorporate trade payment. Of, these three, 
only the ACH concentration transmission is used to a 
feomittcant degree by corporations. [19] 

Figure II-1 shows the volume of checks handled by 
the Federal Reserve System. Figure II-2 shows the volume of 
electronic fund transfers handled by the ACH system. Figure 
II-3 shows the dollar amounts those volumes of checks ana 
electronic fund transfers are carrying. The significant 
point to notice is the growth in EFT and the fact that this 
method moves most of the dollars in the system. (These 
figures do not include direct transfers between banks, 
internal bank transfers, clearing houses and transactions 
between correspondent banks.) [20] 

4. Dene tec mem Uc mnC weno (ACH 
There are readily identifiable benefits accruing 


to the originator of payments made through the ACHs. The 
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Figure II-1 Volume of Checks Handled by the Federal Reserve 
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Figure II-2 


Volume of Electronic Funds Transfers 
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Dollar Amounts Transferred by EFT and Checks 
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most easily identifiable are the reduction of paperwork per 
transaction, thereby eliminating labor costs. Postage and 
printing expenses are also reduced. EFT offers greater 
control over cash flow because payments can be made exactly 
when due, being neither early nor late. When payments can 
be made in such an exact manner, the potential for interest 
penalties due to late payment and opportunity costs for lost 
interest due to early payments is greatly reduced. 

There are benefits accruing to vendors receiving 
payments through the ACHs as well. Receiving a credit to an 
account via the ACH is more convenient than receiving a 
check because the vendor is relieved of the necessity to 
deposit the check. This was found to be a potentially 
Significant benefit among vendors receiving payment by check 
from the Navy Supply Center, Oakland, where over 1,000 
vendors regularly picked up the checks in person or by bank 
courier rather than wait for postal delivery. Security is 
also improved because there is no check to be stolen from 
the mail or from the recipient. 

The ACH, if pressed to its fullest potential, 
could possibly usher in the totally checkless society. If 
electronic payment mechanisms were commonplace, vendor 
invoices could stipulate that payment was due in good funds, 
that is, cleared funds on a certain date. The old 
expression that "the check is in the mail” might never be 


heard again. 
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A cash management consultant has stated tnat the 
technology required for a potentially checkless society is 
already in place. The ACH can indeed credit and debit 
without paper, but the fact remains that less than 1 percent 
of the nation's payments are now handled electronically. 
Corporations especially have yet to utilize the ACH 
extensively. [21] 

oe Proplems Of Ene ACH oysecm 

Factors limiting the growth of the ACH system 
appear to be a lack of awareness, especially on the part of 
businesses and financial institutions, anda 
misunderstanding of the benefits and costs involved in 
Ghee abrAibcvope mil 72 | 

The true cost relationship between paper-based and 
electronic transactions has been difficult to determine. 
Costing in a service industry, such as banking, is difficult 
at best. Additionally, the check payment mechanism in the 
United States helps obscure the true cost of the paper-based 
transaction due to the way in which banks and the Federal 
Reserve charge for their services. Increased ACH use, 
however, will require identifying the Erue Costs. sla 

The check-collection system has, in the past, been 
Subsidized by the banking industry. While the Federal 
Reserve spent over $250 million on processing checks in 


1980, this amount is relatively small compared to the 
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Eagomng industry's Cost Of S7.2 billion. The ratio of cost 
petween Federal Resvrve and the banking industry is 1:29. 
The Cost per check for the banking industry was estimated at 
18 to 23 cents. This cost was not passed on to customers, 
Meets 1S Changing. [24] 

One cause for difficulty in banks determining the 
cost of EFT services is that, historically, banks have not 
been particularly precise in pricing their services. 
Customers often paid on the basis of the amounts of their 
Oalances kept at tne bank. As excess balances have been 
driven down by more active cash management on the part of 
corporate treasurers, banks have been forced to look more 
closely at their pricing philosphy. There is now a clear 
trend toward fees, rather than balance-oriented 
prtemma [25]. 

The trend toward fee pricing may make the use of 
the ACH mechanism more economically attractive. Both banks 
and customers may begin to realize that ACH debits and 
credits are substantially less expensive per transaction 
than processing a paper check. Additionally, as the 
corporate world begins to feel more comfortable with the 
Surety and preciseness of ACH transactions compared to the 
imprecise nature of checks, use of the ACH will continue to 


expand. [26] 


oul 


To compound the dGifflculty Gf al Wor Sei eye de 
is a general lack of research information on corporate 
payment practices. Major banks that are involved in 
corporate-cash management have made studies of specific 
corporate payment practices, but these have remained 
generally See and unpublished [27]. The reason for 
this is market competition. 

The cash management market is already highly 
concentrated, with just a few big banks fighting intensely 
to recruit or retain the same corporate customers. This 
Situation tends to make banks coy about costs. Bank's cash 
management fees have remained stable since the 1970's, with 
price increases being held in check, whether they cover 
costs Or not, by Competition [26]: Stine prope. enema 
attempting to make net cost comparisons between ACH and 
paper-based services is that the true costs are difficult to 


ual ieee 


Ds GAO REVIEW OF GOVERNMENT PAYMENT PERFORMANCE 

In 1978, the U.S. General Accounting Office reviewed 
the Federal Government's bill paying performance. The 
overall finding from this review was that payment 
performance was good, but should be better. [29] 

It was found that, while the payment performance was 
nearly always good, long delays did occur and contractors 


often pelieved they were not being paid soon enough. 
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Additionally, it was found that in many cases there were 
early payments being made that not only were costing the 
Government opportunity costs in lost interest but were also 
causing some vendors to stop offering early payment 
eescounts. 

The cause of long payment delays was often problems in 
the different agencies' receiving and acceptance procedures. 
A contributing cause was that the vendors often submitted 
incorrect invoices. Correct invoices were often submitted 
to the wrong payment center, too. There was, however, an 
overall problem of a lack of Federal standards establishing 
when actual payment was due. In the Department of Defense, 
the Defense Acquisition Regulations did not specifically 
require standard contract payment clauses which specified 
payment due dates. Additionally, procurement and fiscal 
regulations did not direct absolutely whether advantage had 
to be taken of vendor payment terms. [30] 

Since the time of this GAO review in 1978, there have 
been many changes. Payment due date standards have been 
developed. Whether or not acceptance of discounts on vendor 
invoices 1s made now depends upon the effective annual 
discount rate. The minimum acceptable effective annual 
Giscount rate is published each quarter by the Department of 
the Treasury and is known as the current value of funds rate 


(CVFR). For the Navy, regulations require that the discount 


oe 


be taken should the vendor's rate equal or better the 
current CVFR. There is also a standard interest rate 
published for assessing interest penalties should payments 
not be made on time. Defense Acquisition Regulations now 
require payment due dates be written into Defense 


COntracesalc ll 


ES FEDERAL CASH MANAGEMENT 

The Federal Government's cash flow is the largest and 
most complex of any Single organization in the world. The 
major cash disbursements that are made include payments for 
goods and services, grants, payrolls, interest on the public 
debt, tax refunds, social security, welfare, unemployment 
insurance, and pensions. Improving the Government's 
financial management will necessarily require more efficient 
procesSing and more timely handling of these disbursements. 

The Department of the Treasury, the Office of 
Management and Budget {OMB), the Federal Reserve System, 
and, specifically in this study, the Navy, play key roles in 
the Government's overall financial management. The 
Treasury's role is supervising and managing the Government's 
finances and overall control of the Government's cash. 
Specific duties include collectingwand aise uccr om nance 
borrowing cash, maintaining a central cash accounting and 


reporting system, and, perhaps most importantly to this 
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study, establishing cash management policies and procedures 
to be followed by individual agencies like the Navy. 

OMB's role 1s to provide general oversight control of 
the cash management operations of all agencies, including 
Treasury. It also administers the Federal budget. In 
administering the budget, it provides guidance to Government 
agencies for estimating their cash outlays. The Treasury, 
in turn, uses these cash flow estimates to forecast the 
Government's overall cash flow. 

fmeie tne Individua | rove niente agency that then 
becomes the essential link in the management of the 
Government's cash, because it is expected both to carry out 
the Treasury's cash management policies and to estimate its 
cash outlays as required by OMB. 

The Federal Reserve's role is primarily to formulate 
Mem iniewoment monetary policy, and for this 1€ is best 
known. It has other significant duties, however. The 
Federal Reserve is the Government's bank. In this role, it 
maintains the checking account on which all Government 
checks are drawn. 

There is now a declared interest in improving Federal 
cash management. In the 1970's and 1980's, sustained high- 
interest rates meant that the opportunity cost became 
sufficiently high to justify the expense of managing casn. 


It was also in the 1970's that the rapid growth in computer 
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technology was coupled with telecommunications technology. 
This coupling has permitted major advances in monitoring and 
controlling casn flow just as it dvayin automa inGeeaec. 
Hane iG. 

le The Use of ERT inthe .Govemenenies 

As stated earlier, the Treasury's duties are to 
supervise and manage the Government's finances and to 
provide overall control of the Government's cash. Specific 
initiatives directed toward these duties are being 
undertaken in the Treasury by the Bureau of Government 
Financial Operations (BGFO). These initiatives fall into 
four main areas: payments, collections, cash management, 
and Government-wide accounting. Both initiatives concerning 
payments and cash management are focusing on increased use 
of EFT in the Government. [32] 

A top priority concern is to move away from paper 
payments and toward a mach greater reliance on electronic 
payment mechanisms [33]. The Federal Reserve is the major 
provider of EFT facilities to Government agencies. The two 
major facilities are the Federal Reserve Communications 
System (FEDWIRE) and the automated clearing house network. 
The FEDWIRE system is similar to the ACH network in that it 
is a 40,000-mile, computer-based telecommunications network 
that interconnects Federal Reserve banks with several 


hundred commercial banks. Through FEDWIRE, funds can be 


transferred in and out of Treasury accounts as disbursements 
or collections. These transactions are usually 
momrecurring, large dollar amounts, that are handled 
individually. The Treasury has used the ACH network 
Peesclently from PEDWIRE7 Im chat transactions processed 
through it are recurring, batch processed, and of low dollar 
amounts. These characteristics describe the type of 
payments being made by the Direct Deposit Program (DD/EFT). 
Since it was begun in 1976, the Direct Deposit 
Program for salaries, pensions and benefits has grown from 
600 thousand to 235 million payments annually [34]. In 
conjunction with this program, major marketing efforts were 
successfully undertaken to encourage greater use of this 
payment mechanism. These efforts included information 
campaigns directed toward Government employees and a direct 
mail campaign to depository institutions not yet linked to 
the ACH network. A separate mailing campaign aimed toward 
corporations headquartered in the Southern states encouraged 
businesses to add pressure on banks to link up [35]. The 
Government is currently disbursing nearly 40 percent of its 
recurring payments through the ACH network by direct 
deposit. The savings attributed to the DD/EFT Program for 
1982 were $28 million. For 1983, the savings were estimated 


pommeenwc5o million. [36] 
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The BGFO is also working on a legislative proposal 
that would require Federal employees to be paid by direct 
deposit [37]. The primary purpose of this proposal is to 
increase the number of EFT payments and reduce the number of 
check payments. The Treasury expects this would not only 
improve its operating efficiency and increase productivity, 
but would reduce costs as well. The average savings the 
Treasury estimated for a direct deposit payment compared to 
a check is 21 cents per payment. 

The Federal Reserve System provided free check- 
clearing services until the Depository Institutions 
Deregulation and Monetary Control Act of 1980 was made law. 
This Act required the Federal Reserve to price its once-free 
services [38]. Commercial banks that used that service had 
to factor in the new Costs) and jeas] = enci eoi m=O mascnme 
customers. The Act also required pricing of ACH services. 
However, the Federal Reserve also has a stated goal to 
encourage the shift from paper-based to electronic payment 
mechanisms. To help achieve this goal, the Federal Reserve 
did not price ACH services based on the current rate of use, 
but rather upon expected mature system volumes. This 
resulted in a significantly lower price for ACH services 
than might have been the case. It 1S estimated that there 
is an effective subsidy of approximately 5 cents per ACH 


transaction, helping to keep the cost lower than a paper 


a8 


transaction. This subsidy is scheduled to disappear in 
1985, however. [39] 

Anotner aspect of the Federal Reserve's pricing of 
its services is that it may eventually be levied on 
Government agencies as a reimbursable service. If this 
eventually occurs, and if ACH use can be kept less costly 
than check-based payment, there will be considerable 
incentive for the Government to move quickly to ACH use. 

The BGFO's long-term goal is to make the greatest 
use possible of electronic payment mechanisms. This goal is 
being achieved in the Direct Deposit Program. However, the 
predominant method for paying Government vendors is still by 
check [40]. This method of payment is never expected to 
disappear completely, hence the BGFO is preparing to replace 
the currently used neneean type checks with a more cost- 
effective paper check [41]. This new paper check will be 
Pidited Only, rather than both punched and printed. Still, 
the current vendor payment system, whether punch card or 
paper check, exhibits a number of problems. The following 
problems are considered key problems by the 
BGFO: [42] 


a= Check payment systems are paper and labor 
intensive. 


== The current system requires the U.S. Postal 
Service to deliver the checks to the vendors. 


-3- There is no control over the settlement date 
Beeamce che Venagor Can Cash Ehe cneck at His discretion. 


BE, 


=<- The current check payment system includes other 
processes such as claims processing, check issue 
verification, and payment reconciliation that are also 
paper and labor intensive. 


ean Costs associated with check payment systems are 

expected to continue to rise, even after the change to 

paper checks. 

oe ACH Benefits €O the COovernineome 
The benefits to the Government in using the ACH 

network to make vendor payments include those general 
benefits identified earlier in this study of using the ACH. 
The BGFO has identified specific benefits, as it has done 
with problems of the check payment system, to be obtained 
from an ACH vendor payment system: [43] 

== The cost of an ACH vendor payment is expected to be 

less than either a check or a payment made through 

Pee Wel 

=2= Settlement dates can be accurately predicted, thus 

cash outflows from the Treasury's accounts in the Federal 

Reserve Banks can also be accurately predicted. 

=i Productivity improvements will be obtained from 

elimination of the paper and labor intensive processing 


inherent in a check payment system. 


== Consistently-defined third party information will 
be available for vendors receiving Government payments. 


AQ 


Pree CORPORATE SUR ADE FACIE NITS 8cTP  S) 


Peecerporate Trade Payment (CIP) is an electronic 
payment transmitted through the automated clearing house 
System. It 1S similar to a direct deposit payment but, 
where direct deposit is between a paying corporation or 
agency and an individual, the CTP is between corporations. 
Additionally, tne CTP is standardized such that both the 
payment data and invoice data can be transmitted between 


Geeocorations. 


A. THE BEGINNING OF CTP'S 

In 1978, the 32 local automated clearing houses were 
integrated into a national network. The system worked well 
for consumer transactions like direct deposit, so in 1980 
the ‘National: Automated Clearing House Association began to 
conduct research into the potential use of the system for 
corporation-to-corporation payments. The NACHA pelievead 
that efficiencies and cost advantages that had been achieved 
by the ACH's over certain costs, such as rising paper 
nandling costs and postage rates, would encourage 
@emoeraeions to Shift from checks to EFT. 

Piece: systemueapable Of Supporting a Corporation-to- 
corporation payment was envisioned to perform the following 


Pare erunctLons: 
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-i- accept an order to pay a commercial obligation 
along with all the necessary invoice information, 


= 2 convert this payment and invoice information into 
a standardized electronic form, 


-3- transmit the converted datemremwaevenec. = 
financial institution and, once tiem malo. Comme ae 
easily into the vendor's account, and 


~4- Go all of this without the use of paper 
documents. 


The EFT system designed to perform these functions was the 
CEP. 

In 1983, a pilot program implementing CTP's was 
conducted. With CTP's, corporations Can boulworeci ea. 
debit their corporate customers; but during the pilot only 
credits were originated. A total of 45 corporations took 
part in the program, eight Of which were Oricinators ore me 
credits. The remainder were receivers of the payments. The 
elgnt originating corporations were Associates of America; 
Equitable Life Assurance Society; Exxon; Mabsco Audio Visual 
Services; Northern Trust; Xerox; Sears, Roebuck and Company; 
and Westinghouse Electric Corporation. The results of the 
pilot program were considered to be a success by the NACHA 
and the participating corporations. [44] 

The pilot program lasted for six months, during which 
time 300 transactions were made for a total dollar value of 
approximately $14.5 million. A single CTP transaction can 
pay a number of invoices. The 300 CTP transactions made 


during the pilot program each paid and transmitted invoice 
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mieermation For 1 to 130 invoices, with tne average being 
ieee Une overall effect, then, was to é4liminate 3,000 paper 
checks. 

Peon Completion of the Silot program, seven more 
corporations were attracted to using CTP's for making EFT 
payments. These corporations were International Telephone 
Meemletlograph Corporation; Sony (USA) Corporation; American 
Hospital Supply Corporation; Black & Decker Manufacturing 
Pempany; United McGill Corporation; Emery Air Freight 
Bomperation; and California First Bank [45]. Pilot 
participants have remained in the program. 

A slightly reserved opinion of the pilot program's 
success was presented as an editorial in a cash management 
y7oeurna | : 

For the most part, the participating companies 
settled payables transactions through the pilot. 
This was, of course, relatively simple to accomplish 
for the large firms involved and indicated their 
awareness that such transactions were rather costly 
and could be handled more efficiently through this 
medium. However, 300 transactions are hardly a 
Significant number to warrant optimism for wholesale 
acceptance of the system. [46] 
The point that 300 successful transactions are an 
insufficient number to guarantee corporate acceptance of 
Oieys 35 well taken. But the pilot program was primarily a 


test of CTP feasibility. Acceptance may increase if 


additional concrete examples of benefits gained from using 
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CTP's are presented. As the old saying goes, nothing breeds 
success like success. 

The operational success of the pilot program was, 
however, generally agreed upon. The eight corporations that 
originated the CTP payments identified 40 to 50 cents — 
Savings in banking, postage and administration costs on each 
check converted [47]. Trans Data Corporation, a consulting 
firm, reported that, while the value of transactions was 
low, the pilot generated favorable interest among other 
financial institutions and potential users. But like the 
editorial, a reserved opinion was given concerning the 
volume of check payments that would be displaced by 
conversion to CTP's. The judgement was that no measurable 


Gisplacement was likely over the next three years. [48] 


Be THE FULURE fer CTP’ S— 

Many cash managers, corporate treasurers and bankers 
consider EFT as the payment mechanism of the future. This 
1s a reasonable consideration because technological 
advancements in computers have automated many corporate 
Financial functions such as payroll, accounts receivable and 
payable, and check preparation. But the transfer of funds 
and payment data is still subject to the problems associated 
with physical delivery of the paper check. And that 
delivery must rely heavily upon the postal service. That 


EFT technology will soon change the slow, labor intensive, 
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expensive paper-check payment system is indeed reasonable. 
Puce even the NACHA has stated it will not be an 
instantaneous occurence [49]. Signficant use of the 
clearing house system by corporations is expected to he at 
least several years off [50]. 

The past president of the NACHA stated, "Though 
conversion to CTP's will progress over a number of years, we 
can confidently predict that our volume will have quadrupled 
by yearend (1984) [51]." Even then, volume would still be 
low [52]. In numerical terms, CTP's averaged fewer than 140 
per month during January through June 1984, peaking at 160 
in May [53]. By year's end, volume will probably not average 
more than 200 per month. And two officers of the largest 
corporations using CTP's have also stated that full scale use 
of the process will take time. The Director of Cash 
Administration at Westinghouse predicted that his 
corporation would need five years to implement the CTP 
process fully so that 65 to 70 percent of Westinghouse's 
transactions would be made by EFT [54]. The Assistant 
Treasurer for Sears, Roebuck and Company has stated that he 
expects 4 dual system with both checks and EFT to evolve. 
"An instant shift to this way of payment (CTP) will not 
@eeun, he reported [55]}. 

A dual system of checks and EFT is highly likely. In 


instances where EFT and ACH services have been offered as 
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cash management services, they have been offered as "add-on" 
instead of replacement to the paper-based mechanisms that 
already exist [56]. Operating procedures and service 
features are still conceived in paper terms instead of 
electronically. The result is that a-transition stage 
exists, with two payment mechanisms. Unfortunately, this 
stage is bearing the cost of each mechanism but taking only 
limited advantage of the capabilities of the superior 
system. It would, however, be unrealistic to believe that 
even a quick, much léss instant, Shift to €TP Ss coulemece rs 
Since corporations are so accustomed to check payment 
systems. 

It is realistic to believe that use of CTP's will 
continue to increase. The electronic transfer of funds has 
grown considerably at the consumer level, as evidenced by 
direct deposit. Intra-company transfer of funds by 
eleciRonic neaneunes been commonplace since the 1950's and 
is still the primary means of funds transfer within 
companies. Now, with CTP's, inter-company funds transfer by 
electronic means through the ACH network is possible. 
Reasearch conducted by the Trans Data Corporation has shown 
that, from a list of over 20 cash management services 
offered by banks, ACH funds transfer services are rated as 
hignest in potential demand growth by almost all banks and 


by almost a 2-to-1l ratio over the second highest rated 
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sewaice, lockbox [57]. Corporations may move cautiously 
into this payment mechanism, but they will undoubtedly move. 
slow acceptance possibly indicates satisfaction with, or at 
least a tolerance for, the current check payment mechanism. 
piece Federal Reserve concinues to price fully its once 
free services. And banks are begining to charge fees equal 
to their full costs. So as all of these costs are passed 
on to the corporate customer, the check payment mechanism 
will become increasingly more expensive. There will be 
increasing positive economic incentives for using an ACH 
payment mechanism like CTP's. 

The benefits to be gained from using CTP's depend 
upon converting a large percentage of payments now made by 
check to EFT. Net positive benefits will probably not occur 
until Significant check volume is converted. On a per item 
basis, CTP's variable costs are less costly than paper 
checks’ and could provide a benefit for any number of 
transactions as the cost of processing paper documents 
continues to rise. But the greatest savings will occur in 
high volume situations. And with high volume there will be 
greater opportunity to recover the investment costs of 
computer software changes and any other necessary start-up 
costs required before CTP‘s can be used. 

To encourage favorable response to EFT systems such as 


GTP's, the institutions concerned will have to launch 
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major promotional efforts [58]. Simitareerion tse a 
necessary in establishing direct deposit as a successful 
consumer payment mechanism. But the vice president 
(treasurer's sector) of the Equitable Life Assurance Society 
of America stated, "tnere is a lack of selling going on in 
electronic .payments [59]." The Equitable Life Assurance 
Society is a major user of EFT services, having made 6.1 
million electronic transactions in 1983, and 1s also a user 
of CTP's. A greater selling, or marketing, effort may he 


needed to increase CTP's use. 


Ge USING CTP’S IN THE GOVERNMENT 

Government agencies could use CTP's for making vendor 
payments through the ACH network. This would be one more 
step towards making EFT the predominant payment mechanism 
for the Government. Because tie Cie @ts an exam] 
tested ACH transaction mechanism, even though not yet widely 
used, quick advantage could be taken of its benefits if it 
1S capable of satisfying the Government's requirements for 
information transfer capacity. There may even be benefits 
in using this payment mechanism while volume is small; the 
inevitable problems of implementation would be much easier 
to solve while the using POpulatlene se need. 


lig CTP's Ability to Meet che sGoumeumi emis 
Requirements 


A BGFO study nas determined that CTP's couid 


potentially be used by the Government for making vendor 
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Mapiments [60]. The major Pea ic factor is Hes formate 
mere PECELONIC payment data transmission. That foriat 
contains the necessary data fields to carry comprehensive 
information to vendors regarding the purpose of the payments 
they receive from the Government. Because the CTP was 
designed specifically for inter-company ACH payments, its 
format is standardized to accept comprehensive payment data 
and other information from various industry groups. This is 
Significant because various industry groups often have 
different standards and requirements for paper payment 
documents. To overcome the need to support a number of 
potentially incompatible electronic interchange standards, 
the CTP was designed to enable all those groups to use its 
Single standard for interchanging data. 

The CTP format can also transmit multiple invoice 
payment data using a single payment transaction. This 
capability is important to agencies who make many small 
payments to individual vendors. Up to 4,990 individual 
invoice payments to a single vendor can be consolidated into 
one CTP transaction [61]. 

Pause should be taken here because checks can also 
Pavemultiple invoices. During the CTP pilot program, 
published statistics mentioned earlier stated that 300 CTP 
transactions eliminated 3,000 checks because of the multiple 


PMimolcemoaying Capability. In a Similar, although 
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hypeEmerilcal situation, 300 checks might have been paying 10 
invoices each. If those checks were converted to CTP's, 300 
electronic transactions would then replace the 300 checks. 
This point is significant when analyzing the volume of 
checks that might be displaced by CTP’s. In a Navy example, 
payment data collected at Navy Supply Center, Oakland, 
California, showed multiple checks being prepared and sent 
on any given day to individual vendors, witn many of those 
checks paying multiple invoices. In this situation, cneck 
conversion to CTP could eliminate some multiple of checks 
greater than one. 

The BGFO's report states not only that the CTP 
could be used by the Government for vendor payments but also 
that 1ts format best meets the Govemnment Steen Gomes 
this time [62]. Because of this, there would not appear to 
be a requirement to develop a new fomumac (on sey Ceaneme 
vendor payments. The report specifically states that the 
benefits that could be gained from a new format would not 
outweigh the problems involved in designing that format and 
writing the processing software [63]. 

2. CTP's Problems 

The biggest problem facing the use of CTP's for 
vendor payments by the Government is the number of receiving 
depository financial institutions (RDFI Ss), of venaerc. 


banks, that can receive CP'S via aultomatecunce« ike 
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Gewerew, Ene RDFI is a commercial bank, mutual savings bank, 
Savings and loan association, or credit union which captures 
ACH transactions for the receiver of a payinent, the vendor. 
Bitere sis no problem at the ACH processing facilities, but 
the Federal Reserve's ACH policy is to provide payment data 
to the RFDIs in only one form of output medium. And the 
Federal Reserve operates 31 of the 32 ACH networks. This 
medium can be magnetic tape, diskette, automated 
telecommunication, or paper printout; but, again, only one 
may be selected. This means that RDFI's that are currently 
receiving EFT transactions through the ACH by automated 
media must receive CTP's the same way. But if they do not 
possess the necessary software to handle the automated 
CTP's, then their only alternative is to change to a paper 
PMoemgunor all transactions. Receiving ACH transactions by 
paper listing is labor intensive and counter-productive to 
the general concept of EFT, so there is a strong hesitancy 
to change to that medium. Hence, there 1s a strong 
hesitancy to process CTP's if the necessary software is 
lacking. 

To explain this problem further, part of the 
linkage between individual financial institutions that makes 
EFT possible is the software that permits computer-to- 
computer information exchange. Within the back offices of 


most banks today there are 10-20 year old large mainframe 
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batch oriented computer systems [64]. The institutions' 
software must instruct these systems in handling electronic 
transactions. Because of the computers’ ages and the 
existing software, there is still much manual labor involved 
in these systems. As the volume of “EET Veransactrens 
increases, the number of transfers requiring exception 
processing or manual handling increases. This type of 
processing is, as stated earlier, labor intensive, time 
consuming, Gnd ees Ely. 

These problems occur not only because the volume 
of EFT is increasing, but also because the existing software 
that links the computers does not share a common "language" 
for all types of transactions. This is one of the problems 
that affects CTP's. Because of thier newness, CTP's are 
information that cannot be accomodated by some financial 
institutions' software. The electronic link that connects 
the computers is there, but the computers can not talk tne 
CTP language over it to each other. Banks in this 
Sltuation, then, have to translate the CTP information into 
different sets of terms from those that travel via automated 
media if they want to process CTP's. Paper listing is the 
major alternative. And here is the rub. 

If a bank wants a paper listing of CTP'’s from the 
Federal Reserve Ss AGH, 2 einsSieecde Cer eee ae 


transfers in the same media--paper. This situation could 
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lead to awkward and costly operating conditions for banks. 
[It could also result in increased exception processing, 
delays, and possible losses. The realistic effect of this 
1s that acceptance of the CTP mechanism may have to wait for 
updated or new banking Sree. 

| RDFIs can obtain software that will enable them to 
receive CTP's by an automated medie. This software enables 
their computers to "straight-through" process CTP's with no 
human intervention required [65]. In many cases, it is 
available as an update to existing software provided by the 
major software suppliers who produce banking application 
programs. In some instances, there would be no charge, but 
several RDFI's have estimated the cost of the software 
mmemees tO be in the range of $10,000 to $25,000, if it 
could not be obtained free of charge. These costs may not 
be accepted by some as justified on the basis of the current 
volume of CTP transactions. 

Data indicate that EFT systems are characterized 
by large economies of scale [66]. For example, the average 
cost per transaction declines continually over very large 
ranges of output. The largest benefit, then, is realized 
when the level of output is extremely high. CTP's may have 
incremental costs that are less than those of checks. And 
CTP's may be significantly more cost efficient than checks 


when used in economies of scale. But because of the 


a5 


potentially high Start-Up fixed COSts eee el se. ae 
the low level of CTP usage (not at an economy of scale 
level), the cost of implementing CTP capability may not be 
warranted. Benefits can not pe achieved under these 
circumstances. For those corporations that participated in 
the pilot program, some reprogramming of their own internal 
software was required. During the time of that program, no 
commercial software programs to originate CTP's were 
available. The start-up costs for those companies ranged 
from $2,000 to S100 ,000 [G7l= “Gompantecemay eae els. 

the same economic efficiency test to using CTP's that the 
RDFI's are. Without the potential for a high level of use, 
CTP's may be incapable of yielding net cash benefits. 

The environment in which CTP transactions can take 
place, then, 1s limited to the relatively few RDFI's that 
can receive them by automated media. How large is the 
current environment? The NACHA estimates that approximately 
100 RDFIs nave the necessary software. Of these 100, only 
50 are actively receiving CTP transactions by automated 
media. This would at first appear to be a severe 
restriction on the use of CTP's for vendor payments, because 
only a small percentage of vendors could be expected to hold 
accounts at one of the 100 banks capable of automated 


receipt. 


54 


PaecwGle envirconmem: may moe be as oleax as it nas 
just been painted. The CTP is a very new payment mecnanism. 
jne NACHA expects that, as more private sector ee 2 
begin to use them (or to approach their banks about their 
use), the RDFI's will obtain the software necessary to 
PeocesSs automated CTP transactions. This would be a 
consequence of the sharp competition in the cash management 
services market described earlier. EFT systems can be 
expensive and some institutions may resist assuming the 
costs of participating. There are, however, some 
Sempetiltive financial institutions betting that such 
services will have an impact on market share, and that tnose 
institutions that wait too long may be left out in the 
cold [68]. Banks that desire to satisfy their customer's 
demands or hope to gain customers will actively seek to 
employ the necessary software. 

Another aspect of the environment is seen by 
considering under what circumstances CTP's will provide the 
maximum benefits. As stated in the section concerning the 
future of CTP's, the greatest savings in lieu of the use of 
paper checks will occur in high volume situations. A high 
volume situation could be expected to occur where the vendor 
was both very large and a regular customer who received many 
individual payments. And very large vendors; such as Sears, 


Roebuck and Company; Westinghouse Electric; and Exxon (who 
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all are already CTP users) tend to use €he largest of the 
commercial banks. An analysis of commercial banks by 

Trans Data Corporation determined that over 80 vnercent of 
the largest banks (based upon net assets) can currently 
offer full CTP services. By 1985, the percentage is 
expected to ec oe to over 90 percent [69 | aa he 
inference, then, is that probably there are some high volume 
situations that could currently be exploited by the using 
CTP's. Use of CTP transactions is likely to increase as 
more banks, large and small, gain the processing capability; 
but there appears to be no hard impediment to using them now 
in such beneficial situations as making multiple payments to 
large vendors. 

If the Government adopts the CTP, private sector 
use of it may increase also. This 1S what occurred with 
direct deposit. Extensive use G£MEhis £omnwe ame) yee 
Government for making Social Security payments soon led to 
ACH consumer payment acceptance by the private sector. The 
BGFO report states that representatives of NACHA, RDFI's, 
the vendor community, ACH processing facilities, and other 
Federal agencies believe that this could occur with CTP use 
also [70]. And as the CTP capable environment grows, so 
also will the potential net benefits of CTP use. In 
essence, the Government's use of these payment mechanisms 


creates a de facto standard of acepeanl ie ane oe 
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1€ helps to strip away what might be considered just faddisnm 
and establishes legitimacy for the CTP payment mechanism. 
This may pe what is required to prompt wider use of state- 
of-the-art technology that may be unfamiliar to some private 
Sompantes. The Treasury initiated a CTP pilot prograi in 
1984 with a limited number of vendors participating [71]. 
Results of that pilot program were not available to this 
analysis. 

And finally, the CTP has been described as 
overdesigned and complex [72]. So few companies and banks 
are able to process its data format that even its acceptance 
and use by the Government may not increase its popularity. 
beeduse Ch@Enis ~eessible formatyproblem, CTP’s may not 
Pe eoieman accCeptaple economic allvernative to check paymenes 
for eerie and banks. Large scale Fecepeanee Oiee TP ic 
may not depend so much upon its use by the Government or 
marketing efforts as it does upon a data format more 


compatible with the private sector. 


a 


iV.) METHOBGEGCGx 


The question this thesis research attempts to answer 1s 
whether there is a potential use for Corporate Trade 
Payments by the Navy. If there were, then this commercially 
available EFT payment mechanism that 1S operationally 
successful in the private sector and that uses current 
technology could be used Navy wide to support a more 
effective and efficient vendor payment system. The analysis 
used in formulating an answer to whether this should be done 
is divided into two steps, one guantitative and the other 
qualitative. The first step, the quantitative one, is 
comparing the costs of check use and CTP use to determine if 
it is cost beneficial to make payments by this medium. The 
second step, the qualitative one, is analyzing information 
about 'CTP's provided by companies now using them. This steo 
is described in Chapter VI. 

One Major oostaclem ee potential use of CTP's was 
overcome when a study commissioned by the Bureau of 
Government Financial Operations determined the CTP format 
for data transmission was the best currently available for 
the Government's use [73]. This was a major, and probably 
most significant, obstacle to CTP use overcome. The report 
was published on 10 October 1984, several months after this 


thesis research was started. Orrqinalls pentose moss 


58 


research was to have neces a Similar analysis of data 
formats. Because of the more rigorous research conducted in 
the BGFO study, however, the premise that the CTP format 
best meets tne Government's needs was accepted. Further 


analysis was not conducted here. 


A. COMPARATIVE COSTING 

Tne first step in the analysis of potential CTP use is 
comparing the cost of the Navy's check payment method with a 
CTP method. The check payment method is paper-based and 
Peer ineensive, and Operating costs to maintain it are 
increasing. The critical question is whether these costs 
are more than those of implementing and operating the CTP 
alternative. If electronic payment by CTP costs less than a 
comparable payment made by check, as evidenced by actual 
cost data obtained from research, then net cash benefits 
Soulad cresult from using CTP's. 

A major assumption in comparing costs is that there 
Mollet be 100, vercent conversion to EFT from the check 
payment method. This assumption is founded upon the current 
volume of commercial CTP use, the opinions regarding CTP'‘s 
expressed by people knowledgeable about ACH transactions, 
and an analysis of the Navy's vendor environment. This 
assumption means the Navy will probably have to maintain 


Simultaneously both a punch card (or paper) check system and 


2), 


an EFT system if CTP's are adopted. “Thegeosts "offbeat 
systems, then, will be borne by the Navy at the same time. 

The cost analysis will focus on the relevant costs of 
implementing and using CTP's. These relevant costs are 
those expected future costs of the combined check and CTP 
system that will differ from the costs of the check systein 
alone. The historical costs of the check system are used in 
predicting some of these relevant costs. But the historical 
costs themselves are not relevant to the analysis. 

The comparative cost analysis first determines the 
variable costs per transaction for both checks and CTP's. 
This is the starting point for determining the retevare 
costs. Variable costs have a predictable relationship with 
volume. This relationship is such that total variable costs 
will vary in direct proportion with the volume of 
transactions. Therefore, any difference between variable 
costs for checks and CTP's will have a similar relationship 
with payment volume. This variable cost difference between 
payment methods is a relevant cost. Tne variable cost of a 
check is not relevant in itself, because it is the same 
under either alternative. The variable cost of a CTP is 
relevant only inasmuch as it differs from the variable cost 
of the check(s) it replaces. 

Fixed costs are then brought into the analysis. The 


addition of the EFT system will convert some number of check 
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payments to CTP's, but the fixed costs of the check payment 
mechanism will not be affected to any extent. They are thus 
irrelevant. But tnere will be additional out-of-pocket 
Peed COstS attributable to the EFT systemseeFor a CTP 
payment system, these additional fixed costs would 
essentially be the Navy's one-time start-up costs, or 
investment costs, to modify its vendor payment and 
accounting software. These costs would be relevant. There 
would be no new equipment purchased or additional manpower 
requirements. Neither would there be any disposal of old 
equipment. Therefore, there would be no other relevant 
imvestment costs. 

some recurring fixed costs that are relevant to the 
analysis might be expected. Such costs, over time, might be 
iMe@ema tO! be partially variable but, at tls ealy stage of 
CTP analysis, are arbitrarily predicted to be fixed only. 
iieyvwinelude CEP—-peculiar administrative, training, 
moleegene, legal and ~ninting expenses. No rational basis 
for estimating a dollar cost for them has been attempted. 
Their affect would be to reduce the annual savings. Because 
no cost has been estimated, no reduction in savings will be 
made. What these costs, and any other unknown costs, could 
amount to so that a Navy decision maker would be indifferent 


to using CTP's will be addressed in Chapter V. 
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Economy of scale must be achieved with CTP's in order 
for there to be a net Casmebenet steele 
By definition, an eCenmemny wot scale Hetememween ele fa¢eer ar 
the average costs of an activity tend to decline with 
increases in output volume. ~ The reaseumaaa -ie declining 
average costs is that the average fixed costs, or the costs 
that must be incurred regardless of the volume of the 
output, will decrease as volume is increased. The Navy's 
one-time start-up costs for CTP's will have to be offset by 
some savings in order for there to be a net cash benefit. 

Two factors will affect how the investment costs can be 
recouped. One factor 1s the difference between incremental 
variable costs of checks and CTP'’s. The other is the ratio 
of conversion from checks to CTP's: If a CTP transact rvenmas 
less expensive than a cneck is, then the needed savings can 
be generated by some volume of checks being converted to 
CTP's. If the ratio of Conversion is one -ee-one ye eaen 
conversion will contribute a cash benefit equal to the 
difference in the incremental variable costs. But the net 
cash benefit is dependent not only upon the incremental cost 
differences but upon the ratio of conversion. If that 
ratio were greater than one-to-one, then the first of 
however many checks converted would contribute an amount 
equal to the difference in the incremental costs. Each 


successive check converted to that same CTP would then 


contribute an amount equal to the full incremental a58% of a 
check. A CTP could conceivably be more expensive, or have a 
greater incremental variable cost, than a single check. If 

the conversion ratio of check to CTP is greater than one-to- 


one, however, a net cash benefit could still result. 


ise foie > LBP NEF IT. MODEL 

A cost-benefit model was constructed to support a 
decision analysis. The model focused on the relevant costs 
of the Navy's check payment method and a CTP method. The 
focus on relevant costs produced a model that primarily 
predicted the economic efficiency of potential CTP use by 
the Navy. In other words, the model was intended to be a 
reliable guide for the Navy in determining whether CTP's are 
less expensive than check payments. The model does not 
consider nonfinancial implications of using CTP's. 

Relevant costs are the basis of the model. There are, 
however, factors discused in connection with the model for 
which no relevant costs were identified. The reason for 
including them is that originally it was not known which 
factors would generate relevant costs and which would not. 
Presenting more factors than a “bare bones" model would 
recuire helps show how the essential relationship between 
costs was eventually arrived at and what factors were 


considered in determining it. 
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To operate the model, vendor payment data were 
collected at the Navy Supply Center Shee Calklanc, 
California. NSC, Oakland, serves as a Navy payment center 
located in the i2th Naval District, but it pays vendors 
across the nation. Using data collected there was 
considered both labor saving and economical. The 
predictions of the model could be applicable Navy wide and 
not just at NSC, Oakland, if it may be assumed that NSC, 
Oakland, does not differ srenirticanely=tromn Ceher aw 


payment centers. 


‘ar PREDICTION 

The purpose of the model was to predict whether it is 
cost beneficial for the Navy to pay some vendors by CTP's. 
The ultimate prediction is based upon inferences from 
vendor environment information and forecasts made on the 
basis of facts concerning costs. “Absollucely vacetmwac— 
measurements of every effect were not possible, but that 
fact should not detract from the model's ability to provide 
useful information to Navy decision makers. It would be 
inefficient and unrealistic to refine all the measurements, 
in view of much of the uncertainty that still surrounds the 
Inechneate Giles 

ie Incremental eos c sein mo meen 

The model first predicted the difference 


between incremental variable costs for checks and CTP's. 
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foe) = Enis difference. 
D = incremental cost of check - incremental cost of CTP 


It 1S possible, as stated earlier, to achieve a net cash 
penefit from using CTP's whether D is positive or negative, 
fepaneingw upon teem ratio wf conversion from checks to CTP's. 
To explain the methodology of analysis from a basic starting 
point, D will be considered positive (as was in actuality 
later determined by data analvsis). 
ae Comversm@en Of Checks to CIrP’s 

The absolute amount of the net casn benefit is 
dependent upon the percentage of checks that can be 
gemacaeed) tO GTP's<) Assumimag, for now, that the ratio of 
check to CTP conversion is one-to~one, let B = the 
percentage of PiemcOeceenUINsemmOt Checks issued per year 


meiaercOoulc be converted towCIP s. Ler T = the total number 


of checks issued per year. 
Beem. Ot @Ghecks tEhat..can be converted to CTP's / T 


B is dependent upon the CTP processing capabilities of the 
vendor environment and the number of checks issued annually 
atmo’ , “Oakland. 

a; INGie Gelso Silene 


BECnmchiscmbasheeotadbhc inde OOlne yw wcme: mocel coul¢d 


now predict the annual incremental cash savings froin 
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converting to CTP's B percent of the checks issued annually. 


Let S = the annual savings. Then 


The net cash benefit is obtained by comparing the annual 
Savings with the investment costs of implementing CTP's. 

It could be expected that all the savings and 
costs from implementing CTP's would not accrue immediately, 
but over time. Expecting this, the model had to compare 
effects occurring immediately, sucn as the investment costs, 
with those occurring some time in the future, such as 
possible savings. Since a dollar in the present is worth 
more than a dollar in the future, the future effects had to 
be translated into present value equivalents. The model 
discounted future effects £O thelr presenta eS saereen a 
could be a ready and justifiable comparison. 

The model's discounting procedure is 
straightforward. Let I = the investment costs and NCB = the 
net cash benefit. Therefore, the net cash benefit for the 


first year will be equal to 


NCB = =" ia; 
Cl es) 
where 1 = the standard Navy-directed 10 percent discount 
rate./4/ This net cash benefit is in real terms: that is 
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Bomsay,) le ls Calculated by using costs existing in the 
mMmetaleyedar. The directed discount rate is considered 
representative of private sector investment opportunities 
foregone. That rate, because it is standardized, does not 
vary with inflation as do money interest rates. Although 
the discount rate will not — ih; DpeOwOmhs FOWmco: nt lation, 
there will not be any adverse effects on the model's 
Meeatctions because of that. 

tremmedaiS Criterion for accesting or rejecting 
CTP use is based upon the net cash benefit, the difference 
between the present value of tne savings and the present 
value of the investment costs. The decision rule is to 
accept CTP use as cost beneficial if the the net cash 
benefit is greater than zero, or to reject CTP use as cost 
beneficial if the net cash benefit is less than zero. The 


rule may be stated as follows: 


DEGLS LON RUE 
Becept WEeNCB >e0v 


Redece it. NCB Gr: 


If the investment costs are totally recouped the 
first year, a positive net cash benefit would result. From 
analysis by the basic model, then, the decision rule would 
accept CTP use as cost beneficial to the Navy. The net cash 


benefit will be negative after the first year of using CTP's 
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if the amount of discounted savings are not greater than tne 
investment costs. CTP's may still prove cost benericialiwin 
this situation. Investment cost recovery just will take 
longer. Using the model to find how long it will take is 
done by setting the discounted savings cash flow equal to 
the investment costs and solving for the number of years 


necessary to establish the equality. Thus 


N S 
re <— 
n= 1 (ea) 
where n = the number of years. The decision rule remains 


unchanged. 

All models operate at some level of uncertainty 
when predicting some future results. The level of 
uncertainty often depends upon the assumptions the models 
make. A major assumption made in the basic model above was 
that the annual savings remain constant. In making this 
assumption, another must be made that the number of checks 
converted annually to CTP's does not change. The basic model 
assumes that 100 percent conversion of payments from checks 
to CTP's is possible in order to determine an absolute value 
for the potential annual savings. Recognizing that 100 
percent conversion is considered impossible in the short- 
run, a more realistic model is@then Usec@ecwe led ser nmca 


Savings with a check-to-CTP conversion factor of something 
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Sener than 100 percent. The conversion factor used in the 
realistic model is speculated from an analysis of a sample 
of Navy vendors and payments made to them. 

The use of the word “uncertainty” in describing 
the prediction ability of the models should not convey a 
negative image or one of undue risk. It just means that the 
models have no information about the probability of an 
Succome, Or of a predicted result. Uncertainty is an 
Pijerenmt aspect or evaluating new projects... Decisions still 
have to be made with the best information available. Both 
the basic model and the realistic inodel focus on economic 
efficiency as the basis for their decision rules. Economic 
efficiency is not the only thing of importance to Navy 
decision makers considering Using CER Grout 1S 
important. And it does provide a good starting point for 
comparing trade-offs -in other areas. 

iteeitss research, tne decision rule for 
determining whether CTP use is cost beneficial was applied 
to the criteria of both the basic and the realistic models. 
The reason for both predictions and decision analyses was to 
provide consideration of both an ideal and a more realistic 
CTP scenario. If both analyses reveal that the net cash 
benefits from using CTP's are relatively insensitive to 
changes in the predicted annual savings, tne matter 


essentially ends there. However, if the models are 
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sensitive to tne treatment of annual savings so that the 
decision rule decides one way for the basic model and the 
opposite way for the realistic, more caution should be used 
in judging the results. Other criteria may then have to be 
evaluated concerning the potential of using CTP‘s in the 
Navy. These other criteria could include a policy decision 
to adopt some cut-off (or pay-back) period. The use of 
CTP's might be considered only if they were capable op 
generating (discounted) cash benefits prior to the cut-off 
sufficient to more than cover (discounpeq invest ontario 
Providing both basic and more realistic estimates of the net 
cash benefits gives Navy decision makers a basis for making 
their own judgements about the rationality of the predicted 


results. . 
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yee ACCUMULATION AND ANALYSIS OF DATA 


A. PNCREMENTAL CHECK COSTS 
Predicting the incremental cost differences between a 
emeck and a CTP first requires that the incremental costs of 
each be Known. The outline listing below snows the cost 
factors that were considered in determining the incremental 
variable costs for a check. 
=i iieeenal Costs 
Creating a Check and Mailing It 
Ghegiy 2 tOek Cost 
Envelope Cost 
Babor {Hand ling) €ost 
Postage Cost 
Administrative and Overhead Cost 
Check Storage and Retrieval 
a2 Enmeerial Costs 
Bank Fees 
eo Other Costs 
Loss of Disbursement Float 
Heresome Of the factors shown there were no relevant costs 
identified. How the costs were calculated and their amounts 


are explained in the following paragraphs. 


ue 


iL Internal Costs 
The internal costs are the incremental variable 
costs generated within the Navy when a check is issued for 
payment to a vendor. Two major areas of potentially 
relevant costs were considered -- creating and mailing the 
check and storing and retrieving it. 
a. Creating a Check and Mailing It 

(1) Check. Stock Coste @ NSC, Odilanecyae ses 
standard punch-card Treasury checks for vendor payments. 
The cost per check is $.02062, pased unon the average cost 
of check stock purchased in late 1984. 

(2) Envelopes, CoStegaVvendor Ccheexs ausiicey 
Oakland, are mailed in franked, windowed envelopes sized 3 
1/2 inches X 8 inches and costing SmaOO1 1) per Chee. ei 
larger sized envelope that is more expensive than the one 
costed is used when several invoices must be included with 
the check. Its cost 1S not factored 2neeomeneteGalenlaeiten 
because it is not frecuently used and the proportion of its 
use compared to the smaller envelope is unknown. 

(3) Labor (Handing). Cosma there saiec 
several steps at which the checks must be physically handled 
during the payment process. It is after they are printed by 
the computer that handling then becomes a relevant cost. 
First, they must have an authorizing signature marked on 


them after they have been printed by the computer. At NSC, 


72 


Oakland, this is done by a Cummins Tallyprinter. The 
Tallyprinter can mark signatures on 1,000 checks per minute. 
The average number of checks issued per day (based upon a 22 
working day month) is 2,104 checks. The Tallyprinter must 
Benwerendec by an operator while it is running, so labor time 


is equal Ee 
Wamu enecks) (1 minute/!,000 checks) = 2<! minutes. 


Second, the checks must be inserted into 
envelopes. This is done by a Pitney Bowes Insertamax II at 


the rate of 125 checks per minute. The operator's labor 


iene 1s equal to 
weep weneekc i Mingte;s 25 Checks) = 1628 minutes. 


Third, the envelopes are sealed on a 
Pitney Bowes sealing machine at the rate of 1,000 envelopes 


per minute. Operator labor time is equal to 
(2,104 envelopes) (1 minute/1,000 envelopes) = 2.1 minutes. 


The three machines used in these 
procedures are owned by NSC, Oakland. No costs attributable 
to them are considered relevant because they are sunk costs. 
Operator labor time is relevant. The machines are operated 


by a GS-5 Federal employee and his labor is relevant because 


wo 


it is an opportunity cost. The incremenea| nand ime eeese 


for a check is therefore equal to 


(2.1 min 4916.8 man + Joe eee oe cate 


/ 2,104 enecks 


(21 min) ($7.337 hour) ~ 27104eetee <4 


5001227 chicetx 


The three of the macnines were prone to 
malfunction while operating. The inserting machine failed 
more often than the others and clearing the jams was time 
consuming for the operator. No data were collected on the 
rates of failure or length of down times; so, the total 
labor time used in labor cost calculations assumes perfect 
machine operation. 

(4) Postage Cost... G@hecks are, mas hod omag= 
vendors. The rate of $.1914 per check includes the average 
discount received for the volume mailed. 

(5S) Administrative sane Ove oo oom 
Administrative and overhead costs are not relevant in this 
analysis because they will not differ between the 
alternatives. 

jor Check Storage and Retrieval 
Storing and retrieving checks is not a 


relevant cost. This is because there are no cnecks being 
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stored and retrieved by the Navy. This fact needs 


mentioning because it could become relevant in the future. 


Whether check storage and retrieval costs 
become relevant depends upon policy changes. When the Navy 
pays a vendor by Treasury check, the check is consolidated 
with otner Treasury checks and forwarded by the vendor's 
yank to a Federal Reserve Bank. In this manner, Treasury 
checks can be cleared for quick use of funds. The Federal 
Peee-uveeSank Ehuncates the Clearing process by microfilming 
MeemeneckS and preparing transaction listings, both of which 
are then sent to the Check Claims Group at the Treasury. 

The Check Claims Group maintains the microfilm records for 
Six months, after which time the records are transferred to 
Migs, Ss Federal Records Center. [he records aré kept 
there for an additional six years and seven montns. There 
is substantial cost in tHis record keeping procedure. There 
is, too, a Treasury study underway which is looking into 
placing the check-record keeping requirements on the 
individual check-writing agencies -- in this particular 
case, the Navy. The potentially relevant cost of 
Maintaining the Navy's check records and the likelihood of a 
policy change requiring the Navy to maintain its own records 


is beyond the scope of this research. 


tee, 


we External Costs 

External costs are expenses attributable to 
checks but generated outside of the Navy. The only external 
expense considered in this research was bank fees. There 
were no relevant costs identified in this area. 

The Federal Reserve System is the Government's 
bank. The Treasury accounts upon which Navy vendor-payment 
checks are drawn are held there. In conventional banking, 
check writers pay a clearing fee whenever they write a check 
on their account. When the Navy issues a check drawn on a 
Treasury account, there is no clearing fee charged to the 
Navy or the Treasury. The Federal Reserve 1S recuired by 
the Monetary Control Act of 1980 to price its check clearing 
services in such a manner that fee revenues will cover all 
costs of the clearing service. A Treasury official 
explained that the Federal Reserve should charge the 
Treasury for clearing its checks as a reimbursable expense, 
but that it 1s not being done. If it were, the Treasury 
would pass the cost along to the Navy. A Federal Reserve 
official agreed with that statement. He added that charges 
are mandatory for financial tnstpeutionsseleatrnomevee 
through the Federal Reserve System but that the Navy and the 
Treasury were not considered in the same category as member 
banks and other institutions. He foresaw no change in this 


policy in the immediate future. 
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oe Other Costs 
Disbursement float represented neither relevant 


costs nor benefits for the Navy, although disbursement float 


does normally result in financial benefits for ‘private 
companies as well as for:‘the Department of the Treasury. 
This situation needs explaining. 

Payment by check allows private companies to earn 
interest on funds that have not yet cleared the bank and 
been credited to payees' accounts. It is a different 
Situation for the Navy, though. The Navy neither earns 
interest on funds in the Treasury accounts nor does it 
experience any float from an accounting standpoint. When 
the Navy issues a check, its obligational authority is 
Simultaneously decreased by a like amount. There is no 
extra use of funds for the Navy while it waits for checks to 
clear. The check sent to the vendor may take some time to 
clear, but no interest is earned for the Navy on those funds 
while they wait in the Federal Reserve Bank. Disregarding 
the Treasury's possible concerns at this time and 
considering only Navy concerns, there are no tangible 
relevant costs or cash benefits. 

4. Total Incremental Check Costs 
The incremental variable cost of a check 


eo ee Calculared by summing thew ldentired relevant 


Te 


costs. These costs are all internal Ce@s@enandeeece mimo 


creating the check and mailing it to the vendor. 


Incremental variable cost of a cneck = 
Check stock cost ($.02062) 
“+ Envelopes cost is. u0i; 
+ Labor (Handling meeesen >. 0027) 


+ Postage cost (Ss iva) 
Incremental variable cost of a eheeck = S224 -2 


lac INCREMENTAL CiPSGGsis 

The incremental variable cost for a check has been 
estimated. To perform the cost comparison, the incremental 
Varlable cost of a CTP must be estimated, too. The outline 


listing velow shows the cost factors that were considered in 


determining that value. 
=e Internal Costs 
Authorization Agreement Cost 
Input Preparation Cost 
Prenotification Creation Cost 
CTP Creation Cost 
Tape Cost 
== External Costs 
Bank Fees 
How the costs were calculated and their amounts are 


explained in the following paragraphs. 
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dors Internal Costs 
a. Authorization Agreement Cost 

Pme Navy Ss eeision to bay vendors by CTP's 
will not be a unilateral one. Vendors must agree to be paid 
by that method. The NACHA CTP Notebook suggests legal 
contracts between originators and receivers of CTP's be 
estaplished to define the agreement [75]. If this advice 
were followed, the Navy would need to develov a "fori 
contract" to bind itself and its vendors in a CTP agreement. 
There would be a development expense for that included in 
the start-up cost. Once developed and ee into a basic 
form, there would be no further significant cost. However, 
the question has been raised by consultants whether 
contracts of that type are required at all [7/76]. Financial 
eee TOmemnave Specitic responsibilities in their own 
contracts with their customers and their eral NGI 
associations. A Navy originated CTP would be handled by 
those institutions according to those established contracts. 
All that may be required, then, between the Navy and a 
vendor is a simple agreement that the Navy will pay by CTP 
and the vendor will accept it. The costs associated with 
formal contracting could be eliminated. Thus, there would 


be no significant incremental costs. 


ve 


on Input Preparation Cost 

The organization of Navy payment centers is 
not standardized. But the centers are Similar in respect to 
the process flow and procedures employed in paying bills. 
Whether a bill will eventually be paid by check or CTP, 
preparing the input basically involves assembling the 
necessary documents and preparing a payment voucner. hese 
data are entered into the automated payment system with a 
check or CTP the resultant output. Thus, there are no 
relevant costs because the expense coes not vary between 
alternatives. | 

Gr Prenotification Creartigm Coste 

The prenotification 1s a Zero dollar entry 
that must be sent through the ACH at least ten days prior to 
a live CTP that would aftece an accoune at ay roeean aie 
institution. 1s pursese Game sie the receiving 
institution to validate the information and insure that the 
CTP that follows will be postable. Creating the 
prenotification will be a function of the CTP software used 
oy the payment center. There are no relevant costs in 
creating the prenotification because it would be a standard 
computer output. And computer time is treated as a sunk 


cost in this analysis. 
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ele Cle Creaeren Cece 

Creating the CTP involves the same lack of 
incremental expense as creating the SieaINeEL EL GEL 1 ORES is 
Hemaelevanerscost. The CPP 15S an electronic data string of 
vendor payment information. It is output from tne payment 
center's computer and can be recorded on magnetic tanve for 
delivery to a Federal Reserve Bank or sent there directly by 
Gata link. 

e. Tape Cost 

The prenotifications and the CTP's must be 
sent from the Navy payment centers to a Federal Reserve bank 
to be entered into the ACH network. These data may be sent 
myemagnetic tape or electronic data link. Both of these 
Capabilities exist at NSC, Oakland. The more expensive 
method of delivery is by tape and is considered here. NSC, 
Oakland, already has daily courier runs to the Federal 
Reserve Bank ie oan EEanciwsce.ssGlving xtra tapes to the 
@emeier tO deliver entails no additional costs for the run. 
Tapes from the NSC are held at the Federal Reserve Bank for 
three days and then returned and may be reused. Magnetic 
tapes are stock in trade for computer using organizations 
and no measurably significant increase in tape usage would 
be expected if CTP's are employed at NSC, Oakland. There 


are, therefore, no relevant costs. 
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Iie External "egies 
Bank fees for handling Navy CTP's were tne major 
external cost £actorm enstdowed potentially relevant. The 
Situation 1S sSimiVar"to ,Enat of Dank ees ter Nav, 
originated checks. The Federal Reserve does not charge the 
Treasury or any Government agency, such as the Navy, for 
making electronic fund transfers through the Federal 
Reserve's ACH network. This situation is not expected to 
change in the immediate future and was confirmed at both the 
Pricing Operations Section and the ACH Section at the San 
Francisco Federal Reserve Bank. Thus, there are no relevant 
SOcuor 
3. Total Incremen marl. Chere o cms 
Simply stated, there were no relevant incremental 
variable costs identified py this research for’the use of 


CTP "s) DY =Ene Navy. 


Or INCREMENTAL COST SOIy PE RENCE 

The incremental cost difference, D, between a check and 
a CTP is $.21434. Because there were no relevant variable 
costs identified for a CTP, the difference is equal to the 


full incremental variable cost of a check. 
D = incremental cost of a check - incremental cost o£ a CTP 


D-="S3 21454 —-) 0 
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Pew. 24 54 


mice OM 1S poOSlitiye means a net cash benefit scan pe obtained 
meewmconverting Checks to CTP's if the volume of conversion 


generates sufficient savings to recoup the investment costs. 


ID CHEGCK—TO-CIrP e@eeNVERSION 

The extent to which annual savings can be generated is 
dependent upon the number of checks converted to CTP's. 
Before an estimate of the number of checks the Navy could 
expect to convert 1S made, two points concerning CTP use 
should be reviewed. First, how widespread the use of CTP's 
mecomes Gepends Orimarily--and this is the vorecondition--— 
Sn eae number OF banks that can process the CTP format 
woeeargqnmt through.” Second, once the precondition is met, 
how widespread CTP use becomes depends upon the willingness 
of vendors to accept the new means of payment. This second 
point will ultimately determine the growth of CTP's. Both 
points must be considered in estimating the potential number 
of check-to-CTP conversions in the Navy. Vendor acceptance 
will be addressed further in Chapter VI. 

ales Vendor Payments 

The estimate of check-to-CTP conversion 1s based 

upon a sample of vendor payment data. A single day's sample 
OF Veneor Cayments was randomly selected fo represent the 


population of vendor payments during a year. It was not 
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possible to Graw efficiently a random sample of all-pavments 
made to individual vendors from an entire year's payments 
population. There was no evidence to suggest that any 
particular payment day was any different from the rest, so 
it was speculated tnat one day's payments did represent the 
whole population. From this one day sample of 2,705 
payments, a random sample of payments to 143 vendors was 
picked. This sample represented approximately 15 percent of 
the total number of vendors issued checks during that day. 
Appendix A lists this vendor payment sample. 

An analysis of the sample data reveals that, on 
average, each vendor received 2.95 checks for an average 
amount of $1,252. Each check pald am average of IaG6 
invoices. A CTP can pay up to 4,990 invoices to one vendor 
for a total dollar amount of 399.9997 93000 eee eee ee 
number of invoices paid and dollar amount of the sample were 
well within this limit of capability. So, too, were the 
sample's largest elements, a dollar amount of $105,726.00 


and 88 invoices, each received by individual vendors. 


Es ABSOLUTE LIMIT ON ANNUAL SAVINGS 

An absolute limit on annual savings can be predicted by 
the basic model. That model assumes every vendor is able to 
receive CTP's and is willing to do so. The annual savings 
(S) are calculated by multiplying the coral mumser er venl-eas 


lssued per year (T) by the check-to-CTP conversion factor 
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(B) and by the incremental cost difference between a check 


aneaewra CTP’ (D). nus 


Seo Say oo —Cneck’s 100%)" (S.21434/ check) 
Ss = SIME lala F 


Mipeomenount 1S the absolute, or high limit, value of annual 


eaves eStimated by this analysis of using CTP's at NSC, 


Oakland. 


EE THE ABSOLUTE NET CASH BENEFIT 

Estimating the net cash benefit from using CTP's 
requires comparing the discounted annual savings to the 
initial investment costs. Determining what the investment 
costs would be was somewhat arbitrary. In Chapter III it 
was stated that start-up costs for the private companies 
Heimg CEP" sS Varied from $2,000 to $100,000. Considering the 
Navy's size and its level of vendor payment automation, 
$100,000 is not an unrealistic amount to estimate as the 
fixed investment cost. In this analysis, the entire 
investment cost is hypothetically recovered at a single 
Loe iehon, specltiically, NSC, Oakland. Tne CTP program is 
treated as a pilot program being tested and evaluated ina 
Single organization. If it were deemed successful, it could 


be passed on to other vendor-paying organizations for 


oe 


Virtually no cost. Were the pilot prograin tested at more 
locations than just NSC, Oakland, the investment cost would 
be divided up among the different organizations based upon 
the proportion of the total vendor payments each macde- 

The basic model's net cash benefit after tne first year 


of using CTP's is calculated as follows: 


. 
NCB = =e 
(Jeep, 
So, 056 
NCB = =) 550107, 008 
ie 
NCB ee Urner ea 


The discount rate (1) is the directed 10 percent rate, which 
will be used for all calculations in this thesis. The net 
cash benefit 1s greater than zero, thus the decision rule 


accepts CTP use as cost beneficial to the Navy. 


G. THE REABTSTIC NEY GASt SENEE er 

The realistic model addresses an assumption stated in 
Chapter IV. The assumption was that there will not be 100 
percent conversion by the Navy to EFT from the check payment 
method. This assumption 1s valid, atlas ewe o-.- (ou e— 


run. Its implication 18 that the absolw@re oma sa) nie 
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SaualaSavings are too Uncertain to consider attainable 
imei fikst years Of using CTP'’s. What, then, is the 
realistic alternative? 

HewrCalistic) model Galleculates a net cash benefit and 
uses the decision rule in the same way as does the basic 
model. What it does differently is realize that not all 
Vendors Can accept or may be willing to accept CTP's. 
Peeeseing this restriction, it attempts to sredict a net 
cash benefit based upon speculating which vendors could 
probably utilize CTP's and in so doing would provide the 
qreatest possible benefit to the Navy. 

The realistic model's approach began with an analysis 
of the randomly selected vendor payment data taken from the 
Single day's payment sample. Aypendix A lists the vendor 
payment sample in descending order of the number of SROOEE 
received by individual vendors. To illustrate, the first 
line of data indicates a vendor was paid 88 checks for a 
EOtateor S31,85/ On that day. The second line indicates 
that another vendor received the second largest mumber of 
eg@ecexse o> in all, totaling $37,782. Table V-1 shows the 
cummulative percentage data for the first seven vendors 
listed in Appendix A. The fact that seven were chosen was 
av bpittraky. 

Listing cummulative data for the first seven vendors 


was arbitrary in that more or fewer could have been 
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CUMULATIVE DATA FOR VENDOR PAYMENTS 
IN DESCENDING ORDER OF NUMBER ORR GhUer oe. er 7a 








This Percent Received This Percent 
or Vendors Ot TORAe eric enss 
a7 ze 
1.4 IN) 
Ze 36 
ea 3 42 
So 45 
Bag 47 
4.9 49 
included. Seven were included because that number amounted 


to approximately 5 percent of the sample vendor population. 
The important point indicated py the data shown in Table V-1 
is that approximately 5 percent of the sample vendor 
population received 49 percent of the checks paid by the 
Navy on that day. If it can be assumed that this is 
representative of the entire vendor population, then it may 
follow that if a select 4.9 percent of Navy vendors can be 
paid by CTP's instead of checks, then 49 percent of the 
checks issued annually by the Navy can be eliminated. It 
would be more efficient for the Navy to concentrate 


initially on those vendors that make up that specific 4.9 


88 


Bereent or the population than to try to convert the entire 
Memeor Population to receiving CTP's. However, this begs 
the question which vendors are included in the 4.9 percent 
imeliegc cE. 

Chapter III stated that high check-volume situations 
could be expected to occur where the vendor was both very 
large and a regular customer receiving many individual 
payments. Additionally, very large vendors tend to use the 
largest commercial banks. To speculate who the largest 
vendors are, Appendix B lists the same sample data shown in 
Appendix A, but it is listed in descending order of the 
absolute amount of the payment received by the vendors. To 
illustrate, the first line of data indicates taht a vendor 
was paid a total of $105,726 by 29 checks. The second line 
shows a vendor received tne second largest amount of $49,377 
paid by 26 checks. Table V-2 shows the cummulative results: 
of payments to the seven vendors receiving the largest 
payments. As in Table V-1, selecting seven vendors was 
arbitrary and done only because that number represents 
approximately 5 percent of the vendor sample. The important 
voint indicated by the data shown in Table V-2 is that 
approximately 5 percent of the vendors received 63 percent 
of the total payment amount. 

Maere iS a Similarity in the data shown in Tasle V-2 


to the data Shown in Table V-1. The similarity is that a 
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CUMMULATIVE DATA rOR VENDOR PAYMENTS 
IN DESCENDING ORDER OF PAYMENT Seu? Sheri VED 








This Perea RECel Vee uiees SeerGeiie 
of Vendors Of the wMinwals Payment 

aa 20 

1.4 Zo 

rae IL 38 

Ze 45 

Bar a2 

4.2 50 
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few vendors receive the most, whether it is the number of 
checks or the amount of money. And of the seven vendors 
receiving the largest number of cnecks, five of tnem were 
included among the seven vendors receiving the largest 
dollar payments. These five vendors (representing 3.5 
percent of the vendor sample) received 190 of the total 422 
(45 percent) checks issued by the Navy, and $260,971 of the 
the $528,471 (49 percent) total pavment. 

The five vendors receiving both the greatest number of 
checks and payment amounts are speculated to be 
representative of those large vendors that are regular 


customers recelving many individual payments. 922 tnis can 
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be assumed, then it follows that they can probably utilize 
CTP'’s. This, then, is the vendor population target the Navy 
should focus on initially to realize the greatest benefit 
peem USing CTP s. 

The realistic model predicts annual savings the same 
way aS tne basic model does. It multiplys the total number 
of checks issued annually by the Navy (T) by the check-to- 
CTP conversion factor (B) and by the incremental cost 
difference between a check and a CTP {D). Its prediction 
differs because a different conversion factor is used. The 
basic model predicted with a conversion factor of 100 
percent. The realistic model predicts with a conversion 
factor of 45 percent, the same percentage of checks received 
Paenemenm>aOemeent vendor target. Thus, for tne realistic 


model, 


S = (555,456 checks) (45%) ($.21434/check) 
5S = 62270 52 


The realistic model's net cash benefit calculated after 
the first year of using CTP's would be negative. This is 
fairly obvious because its annual savings equate to 
approximately only 53 percent of the investment costs. The 


Sectetonmeule woula reyect Using CTP’s as cost beneficial to 
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the Navy 1f a cut-off (or pay-back) §per8ea "or Cone. -emee 
recuired. For this model's annual savings, the pay-back 
meriod is calculated by setting the discounted annual 
savings egual to the investment costs and solving for tne 
number of years necessary to establish equality. For the 
realistic model, the pay=back per@od 15) 282 yeses.  iaus a — 
of CTP's would be cost beneficial as long as the economic 
life of the original investment (Si7U0G3wee in eues 
analysis) is lonyer than 2.2 years. The decision rule would 
accept uSing CTP's as cost beneficial after three years of 
using them. The pay-back period could be shortened if the 
investment costs were amortized among more than one vendor- 
paying organization or if the investment costs were found to 


be less than the amount estimated in 8tm1> anal, oe 


H. RECURRING FIXED COSTS 

It was stated earlier that’ some recurring fixed costs 
that are relevant to the analysis could be expected. They 
would be relevant because only the fixed cos eSmevae remain 
the same under each alternative are irrelevant. Using CTP's 
might incur fixed expenses for administrative, training, 
telephone, legal and printing reguirements that wouid not 
have occurred if only checks were used to pay vendors. What 
these costs could amount to was not estimated. What these 


costs could amount to so as to make decision makers 


LD 
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indifferent between accepting or rejecting using CTP’s is 
known. 

‘The decision rule will accept using CTP's as cost 
beneficial if the net cash benefit is greater than zero. 
The basis for that decision is simple economic efficiency. 
Miewe-rece OL recurrent fixed costs in the analysis would be 
men ceaquce the amount Of the annual savings cash flow. As 
the costs increase, the savings will eaually decrease. The 
decision makers will be indifferent to accepting or 
rejecting using CTP's when the present value of the reduced 
annual savings is egual to to the initial investinent costs. 
If the fixed costs increase beyond this point, the decision 
makers are no longer indifferent and will reject using CTP's 
aeecost beneficial. 

die tindiiaeemence and the Basic Model 

Remo eleee XCa COStoeand the basic model are - 

considered first. The basic model's net cash benefit was 
predicted on the basis of 100 percent conversion from checks 
to CTP's. The predicted annual savings were the absolute 
amount that could be expected from that 100 percent 
conversion. In order for a Navy decision maker to be 
indifferent between accepting or rejecting that conversion 
as cost beneficial, the relevant fixed costs would have to 
be such that the net cash benefit over the economic life of 


the investment was equal to zero. But now another 


eke. 


assumption 1S in order, In this tyeeteeeana lysto yee 
assumption must be made about the length of the economic 
life of the investment. There 1s no reason to assume that 
economic life will be equal to the payback period. 

Neither can it be assumed the economic life would increase 
because annual savings decreased and a longer pav-back 
period was required. The assumption of economic life 1s one 
of the decisions mentioned in Chapter IV that Navy decision 
makers may have to make. Essentially, assuming an economic 
life for using CTP's establishes a cut-off period within 
which the cash benefits (discounted) must cover the 
investment costs. This thesis makes no specific assumption 
about the economic life of using CTP S,~sut rather, fOreee 
purpose of analysis assumes it might be one through five 
years. 

Te calculate the relevant annual fixed costs that 
would make a decision maker indifferent to using CTP's, let 
the fixed costs = C. Let the economic life of using CTP's = 
N. The following equality is then solved for C over 
economic lives of one through five years. The results are 


Shown in Table V-3. 


94 


Peot@G MODEL RELEVANT FEXED COSTS FOR INDIFFERENCE 





BC@VOMIC LIFE RELEVANT ANNUAL 
IN YEARS FIXED COSTS 
1 So 706 
Z 6 b7437 
3 78,844 
4 Sy DO 
5 2 Oo 
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The data show that if an economic life were determined to be 
one year, relevant fixed costs could equal $9,056 and the 
decision maker would be indifferent to using CTP's. If the 
economic life were two years, then indifference would occur 
when the fixed costs reached $61,437. Extending the 
economic life to only five years was arbitrary. 

oe Oa ices clei) iis Moelle loretan 

Determining economic indifference to using CTP's 

in the realistic model is done in the saie manner as in the 
basic model. In the basic model, the net cash benefit from 
using CTP's was greater than zero in the first year. 
Relevant fixed costs could equal the amount of the net cash 


SeomettEnoerore a cdecisiom taker woulda be indifferent towards 


using CTP's if a one year economic life nad been assumed. 
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In the realistic model, however, the net cash benefit was 
not greater than zero in the first year. A period a little 
over two years of using CTP's (under the realistic model's 
assumptions) was required before a positive net cash benefit 
was obtained. If a three year pay-back period were 
acceptable to Navy decision makers, then the decision rule 
would accept using CTP's as™eost beneriera = in aneeeedtirc 
year. The affect, then, of any relevant fixed costs 
introduced into the calculations is to Vemg@tnen the pay ba 
period because they reduce the annual savings. The decision 
rule to accept or reject using CTP's as cost beneficial may 
always be applied at any point in time; the first, second, 
thard or any following year. But 1f relevent fied coses 
are so great so as to extend the pay-back period beyond the 
estimated economic life of tne investment, use of CTP's 
would never be cost beneficial. 

To calculate the relevant fixed costs that would 
maxe a decision maker indifferent to using CTP's under the 
assumptions of the realistic model, tne same equality that 
the basic model used was solved. The results are shown in 
Table V-4. The data show that if an economic life were 
determined to be less than than two years, using CTP's could 
not be cost beneficial under the assumptions of th 
realistic model. If any relevant fixed costs were 


experienced, the net cash benefit would be even more 


Hecaeive. Gkelevant fixed costs could be sustained for 
assumed economic lives equal to or greater than three years. 
Assuming a maximum economic life of five years was, as in 


the basic model, arbitrary. 
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Pee eouiC MODEL RELEVANT FIXED COSTS FOR INDIFFERENCE 





ECONOMIC LITE RELEVANT ANNUAL 
IN YEARS FIXED COSTS 
ae N/A 
2 N/A 
3 Seee so 4 
4 Be 26 
5 Pio 
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Determining the relevant fixed costs whicn would 
cause a decision maker to be indifferent about using CTP's 
Pero ineContaiteOSCCiStOon=mMmaking ala. Eeonomic efficiency 
speaks convincingly when considering a new project such as 
Henne Chels. Considering the relevant fixed costs that 
would indicate indifference over five different economic 
lives of the investment permits some relative comparison of 
Bisco oemrectoneles. BuUEta Slonifiecame point 1s that there 
may be some pivotal cut-off date representing an economic 


life of the investmet pvefore which economic efficiency must 


oe 


be met. Cut-off dates will not be pil@ipbederurthes. Tae, 
are potentially affected py a myriad of factors and are left 


to the Navy decision makers. 


Ts THE TREASURY'S POSSIBLE CONCE Rie © Uy me weres 

It was stated in Chapter V that there: were no relevant 
costs or benefits accruing to the Navy from disbursement 
float. That is because the Navy, from a practical 
standpoint, does not experience disbursement float. When 
the Navy pays a vendor by check, Navy obligational authority 
is Simultaneously decreased as the check is issued (if not 
earlier). The delay in time between issuing the check to 
disbursing the funds because of mail-handling and check- 
clearing serves only to delay the reconciliation of the 
Navy's accounts. For tne Treasury, however, there are 
relevant benefits and costs. 

The Treasury's casn management goals are to (1) 
accelerate the collection of cash receivables, (2) make 
timely disbursements--neither early nor late, and (3) 
orepare reliable cash forecasts. The Navy will be assisting 
in achieving timely disbursements and making reliable casn 
forecasts if it pays a vendor by CTP. The assistance, 
though, 1s mainly in timely disbursement. Vendor voayments 
are non-recurring in nature and cannot be as accurately 
forecasted as can wages. The Treasury needs such large 


amounts of casn that it must arrange its borrowing needs 


Sic 


fetes Im acvance. CITP's cannot assist twuch in that. The 
Forecasting advantage of CTP's is that they afford more 
certainty about the timing of disbursements than checks. 
But payment by CTP virtually eliminates disbursement float. 
The erfect of eliminating float is that funds are withdrawn 
Gariier from Treasury accounts. This early withdrawal will, 
in effect, constitute an opportunity cost for the Treasury. 
This opportunity cost comes in two forms. The first is 
interest earnings foregone from the Federal Reserve that are 
Known as interest on Federal Reserve notes. The Treasury's 
Federal Reserve accounts function as checking accounts; all 
Treasury payments are drawn on them. At the end of the day, 
after all the disbursements that are going to be made from 
Treasury accounts have been made, the Federal Reserve draws 
down the excess funds in those accounts and invests them in 
ways that earn interest. They can be lent as over-night 
loans to banks or used to purchase eecumiaies. ALS 2S 
quite profitable for the Pederal Reserve and the net 
earnings from all Federal Reserve security holdings and loan 
interest is paid to the Treasury. Thus, the earnings are 
Called interest on Federal Reserve notes. The opportunity 
cost, then, occurs when a disbursement occurs earlier than 
it could have. The amount disbursed will not be 


Sepeei outing t© tne amount oO: exeess Funds available for 
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Graw down investment, and interest on Federal Reserve notes 
will be foregone. 

Tne second form of opportunity cost occurs when the 
Treasury transfers funds into its Federal Reserve 
disbursement accounts to cover the Gayoso toe teee ue 
keeps its operating Cash in accounts Dewi sa ego fed] 
Reserve Banks and in tax and loan accounts held at 
commercial banks. The majority of funds paid to the 
Government co into tax and loan accounts. When 
Gisbursements are made from the Federal Reserve accounts, 
such as when vendor's checks are presented for payment, casn 
is transferred into them from tne tax and loan accounts to 
replenish the balance. But the funds held in tne cominercial 
bank accounts earn interest for the Treasury at the rate of 
one-fourth of one percent less than the Federal funds rate. 
The Federal Funds Yate is, tne rate banks Ciarge Caciae an i 
for lending or borrowing excess reserves. lf.tumes. are 
Witndrawn early from the Federal Reserve accounts, early 
transfers from the commercially hela@wececountsenns = lecer 
too. Opportunity costs of foregone interest earnings are 
then experienced. 

What could the magnitude of opportunity cost be for the 
Treasury if the Navy initiated vendor payment by CTP's? To 
estimate this amount, an assumption is made that mail- 


nanadling and check-clearing float is equal to six days. 
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Six-day float was cited in private sector float analyses 
Meneses ft 1s additionally assumed that the interest on 
Federal Reserve notes vaic by the Federal Reserve 1s eaual 
to the Federal funds rate and the Federal funds rate is 
equal to 8./5 percent (the rate on 17 December 1984). The 
loss of interest on Federal Reserve notes and interest on 
the commercial tax and loan accounts are alternative 
opportunity costs. Interest on Federal Reserve notes is the 
larger of the two and considered relevant. 

Tne basic model assumed 100 percent conversion from 
check-to-CTP. For tne randomly selectec day wnose payment 
data were used in this analysis, 2,705 checks were issued for 
Eeeoaal amount Of $3,387,474. The opportunity cost to the 
Treasury would be the foregone interest from the interest on 
eto eccr Vemmoceses The @pportunity cost for that day is 


Seeumaced by the following method: 
Oprporuumity Cost = ($3,387,474) (6 days) (.0875/365 cays) 
GOopemeunwey Cost, = S44, 872. 


For the entire year of 264 check issuing days, the basic 
model's predicted opportunity cost to the Treasury would 


equal 


(Saye 2072 64 =o li 286, S12. 
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The realistic model speculated that the conversion from 
checks-to-CTP’s should be limitee temas neeme. 
Additionally, that model speculated tnat the 45 percent 
conversion would account for 49 percent of the total payment 
amount being paid by EFT. That means 49 percent of a day's 
payments will not be subject to dispnursement float. Thus, 
calculating the opportunity cost of foregone interest for 
the realistic model is done in the same manner as for the 
basic model, except for one difference. The difference is 


that the amount paid is multiplied by a factor of .49. Thus 


Opportunity Cost = ($3,387,474) (242) (0 Ganz 


(.0875/365" days) 1264 days) 
Opportunity Gost = S62 os. 


Whether calculated by the basic or the realistic model, 
the Treasury will suffer a Significant float lose 1. ee 
Navy begins paying vendors by CTP's. Some of this 
opportunity cost will be offset by the savings obtained from 
eliminating checks and their attendant costs. Another way 
that the opportunity cost coulée be ofisemois sy eee tes 
payment terms with Navy vendors. Such modifications would 
take a long time to implement with all vendors, but it need 
only be done with those vendors the Navy wanted to pay with 
CTP's. Modified trade terms could actually benefit both the 


venaors and the Treasury. 
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An example would best explain how payment terms coulc 
be modified. A common vayment arrangement with Navy vendors 
is 2/10, net 30. This means the Navy can take a 2 percent 
Giscount from the invoice amount if payment is made within 
ten days of the invoice date. If payment is not made within 
tnat oan Pol anounrtmms  aue within 30 days. It 1s the 
Navy's intent to take advantage of discounts, thereby 
necessitating a timely CGisbursement, neither early nor late, 
on the tenth day. If the payment is made by CTP, the 
Treasury account is immediately reduced by the payment 
Peete bac vendor has good funds credited to his account 
no more than one working day later. If it were paid by 
check on the tenth day, funds would not actually be debited 
from the Treasury's account until six days later wvecause of 
mail-handling and check-clearing delays. That is the effect 
of disbursement float working for tne Treasury. The Navy's 
vendor does not get good funds until the sixteenth day wnile 
the Treasury is at the same time earning interest on Federal 
Reserve notes. 

A trade term modification beneficial to both the 
Treasury and the Navy's vendor might be 2/13, net 30 for 
CTP's. This would allow the Treasury three more days use of 
BUMCioweemore they are disbursed from tts accounts. It would 
give the vendor good funds on the thirteenth day instead of 


tne sixteentn day if it had been a check payment. Even the 
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Navy would benefit because it would have three inore days in 
which to process the invoices and vouchers and still taxe 
advantage of purchase discounts. 

The Treasury has stated one of its goals as applying 
EFT technology to Government payment systems. The ultimate 
ineeee is that EFT will become the predominant payment 
mechanism for the Government. Increases in efficiency anda 
effectiveness are the outcomes predicted by the Treasury for 
this change. But Making this Changes = rormeiecetsmeone at 
could result in significant loss of float benefits accruing 
to tne Government. The float losses would nave to be offset 
by other operating Savings in oFdeuw fan econo esenttemege, 
to be obtained. Using CTP's could result in cost benefits 
accruing to the Navy, while simultaneously resulting in 
large opportunity costs for the Gueacsum 7 

What is the overall financial effect on the Government, 
then, of the Navy paying some of its vendors by CTP's? 
Under the assumptions of the basic model, annual savings 
amountea to $119,056, and the oppertunilty.  coct ye mae ie 
interest on Federal Reserve notes equalled $1,286,312. The 
net effect is a Government-wide cash loss of $1,167,256. 
Under the assumptions of the realistic model, annual savings 
amounted to $53,575, and the opportunleywecos peor mene. 
interest on Federal Reserve notes equalled $630,293. The 


net effect estimated by this model is a cash loss of 
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$576,/15. Neither of these predicted net losses take into 
consideration any savings the Treasury might realize through 
the elimination of the checks the Navy converted to CTP's. 
The Navy may not need to modify trade terms to reduce 
meget losses FOr tne Government. The reason for this is the 
level of cash management sophistication of the companies 
einae will Se receiving CTP's from the Navy. The realistic 
model identified a market segment target of 3.5 percent of 
the vendor population that should be capable of receiving 
CTP's. In all probability, this target segment represents 
large vendors who both receive large amounts of payments and 
numbers of checks from the Navy and use large commercial 
banks. This type of company's cash management procedures 
will usually instruct their customers to address checks in 
settlement of accounts to a postal box number located ina 
Pwemwetii. | Tiis DOxX numbSr is not the company itself, but 
its bank. Checks are thus received directly and entered 
into the clearing system with minimum delay. Major 
companies can operate “lock-boxes" anywhere, taking 
advantage of the geographic concentration of their business. 
The Navy's vendor payment checks, which are drawn on 
Treasury accounts, need only to be delivered to a Federal 
Reserve bank for nearly immediate disbursement of cash. 
This lock-box processing has become a sopnisticated 


operation. Where large payment amounts are expected by 


ros 


vendors (as, presumably, in the CcaSe Ot eve 375) 2e4eo eee 
the vendors used in this analysis), courlers way be used to 
pick up and deliver the checks to the bank. At NSC, 
Oakland, for example, over 1,000 venai@memare autllieomizeamte 
pick up checks on the day they are issued. With the prime 
rate at 10.75 percent (26 December 1984), and not long ago 
ovate 20 percent, it becomes clear tnat where checks for 
large amounts are involved it is well worth a company's 
effort to avoid unnecessary delay. 

Tne target companies are probably not experiencing the 
Six day float delay used in the opportunity cost 
calculations because they use couriers and lock-boxes. If 
that can be assumed, then it follows that the Treasury is 
not, in reality, realizing any interest on Federal Reserve 
notes on those payments. If it were, it would not be six 
days interest, but perhaps only one, at most. Couriers and 
lock-boxes may be an expensive financial service for these 
companies to maintain, but the more checks they receive and 
the larger the payments, the cheaper the service becomes. 

The result of all this is that the target segment 
companies would probably accept CTP's from the Navy if the 
cost of doing so were not greater than the cost of their 
lock-box service. They probably would not agree to any 
extension of trade discount terms. There would be no need 


For this, though, because for tnese vendor payments the 


106 


opportunity cost of foregone interest on Federal Reserve 


notes would not be relevant to using CTP's in the Navy. 


i197 


VI. “VENDOR FACTORS 


A. REASON FOR SURVEN 

How successfully the Navy coulca use CTP's will be 
determined to a great extent by the Navy's vendors. The 
decision to pay by an EFT system, such as CTP's, will not be 
a unilateral one made by the Navy alone out will depend upon 
whether vendors will agree to accept electronic payments. 
For as long as they do not agree, check payments will 
continue to predominate. To obtain agreement, the Navy will 
have to encourage vendors to accept EFT payments by 
convincing them of the potential benefits that could be 
realized. This encouragement, or marketing effort, shoulc 
be vendor oriented rather than Navy oriented. In other 
words, to sell’the idea of CTP's to vendors, the Navy must 
sae those positive reasons for using CTP's that will 
provide the vendors, not the Navy, with the most 
satisfaction. To cite the fact that CTP's may save tne Navy 
money or may be a desired governmental payment mechanism may 
elicit only a "so what's in it for me" response. The Navy 
should also know wnat factors woula cause the most 
difficulty after a vendor agrees to accept EFT payments in 
order to anticipate vendor reluctance. 

The vendor's reasons for use Gf andvdiErr reuters an 


implementing CTP's are qualitative factors. They have 
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intangible effects on the comparisons performed in this 
researcn decause they cannot easily, if at all, be valuec in 
dollar terms. They are, however, relevant factors. 
Certainly they are relevant in formulatiny a Marketing plan, 
Tieamenay scomla be@meve Impobean: Chan the quantified 
financial effects predicted for using CTP's in the Navy. 

For example, while it could be cost beneficial for the Navy 
to pay some vendors by CTP's, significant problems 
encountered by vendors now using them might induce Navy 
decision makers to hold back from adopting that payment 
method. Of course, such a decision would depend upon the 
magnitude of the difficulty. This research takes the 
Peemeron that vendor factors snould not be overlooked by the 
Navy, much less declared unimportant wnen compared to the 
Cost analysis. 

Benefits and difficulties of using CTP's can be 
identified by survey methods. Secondary data concerning 
Piecemerdeotomsnexist, but much Of it 1S premotional in 
nature, Naving been postulated and published before the CTP 
pilot program was conducted. Other secondary data from the 
pilot program period are available, but much of it is based 
upon the experiences of only a couple of the larger 
participating companies. Some of this is relevant because 
the Navy's size makes it similar to these large companies. 


But primary data concerning benefits and difficulties of 
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using CTP's from firsthand informatiowevoul. Se .o2 se wo 412 
use to the Navy. ANd primary data ieesare curreiesa ewe. 


in touch with the actual environment. 


le A SURVEY @ANADYO ls 

A survey, therefore, was CoOnduc eecmmee erste aie = meee 
benefits of using CTP's and tne difficulties experienced in 
implementing them. A letter was mailed to 56 companies 
identified as users of CTP's as of 5 July 1984 to request 
their participation in the survey. Appendix C shows a copy 
Of this letter. The identification of these companies and 
points of contact witnin tnem were provided by the National 
Automated Clearing House Association, Washington, DC. The 
points of contact, or respondents, were people in positions 
of authority, predominantly involved im eonptrol lem 
treasurer (23%), cash management (11%), Financial services 
(23%), or other (36%) functions. The letter recguested ther 
to answer and return a questionnaire, which included two 
questions. Appendix D shows a copy of the questionnaire. 

The overall response rate was 80 percent, or 45 
questionnaires returned by respondents. However, for 
various reasons, usable data were limited to 35 responses to 
Question 1, a 63 percent response rate, and 32 responses to 
Question 2, a 57 percent response rate. 

Survey Question 1 asked the respondents to rank order 


the following reasons for using CTP's: 
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=a- CTP's permit better cash management 


BOEoCaASt 1G. 

=—b- ferric Bermit more Streamlinec transaction 
mreocessing. 

-c- Gl? Ss sbemimit, reducedsonerating costs. 

== CTP's permit improved business relationships. 
-e- CTP's permit participation in the trend toward 


eiemuice Or eelectroniie funds transfer. 
Respondents were given the opportunity to list and rank any 
fermen reasom that was net included in the list. The 
opportunity to add another reason was necessary to collect 
current primary data that otherwise mignt be omitted. These 
other reasons that were submitted, nowever, were not 
included in the correlation calculations. This was 
necessary to maintain a constant base of five reasons to be 
ranked, for the majority of respondents did not add other 
reasons. Had the majority responded with six reasons 
ranked, the calculations would have included the data. The 
responses to Question 1 are tabulated in Table VI-l. 

The results of Question 1 were analyzed to determine 
whether the sample of respondents believed soiie of the 
reasons for using CTP'sS were more important than others. 
The hypotnesis that there was no agreement among these 
respondents as to which reasons were more important was 
tested using Kendall's Coefficient of Concordance, W. [79] 

The Coefficient of Concordance is designed to test a 


null hypothesis of "no agreement among respondents" by 
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OBSERVED RANKINGS FROM QUESTION 1 


REASONS FOR RANKING OF RESPONSES 
USE 
il 2 é 4 Bi 
a. 5 7 8 ei 4 
Dye 9 9 Ie 5 2 
om 10 eZ 7 + 2 
Ga 2 4 6 ill eZ 
@. g 3 + + Ike 


comparing two sets of rankings for a collection of 
variables, or reasons for using CTP's as in this example. 
Appendix E describes the procedure in more detail. The 
observed rankings assigned to the reasons by the respondents 
are compared to an expected assignment of rankings made as 
1£ there were no agreement. In other words, the observed 
rankings are compared to a random set of rankings. The 
Variance between these two sets of rankings is used to 
calculate the Coefficient of Concordance, W, which is then 
converted to a statistic that is distributed approximately 
as Chi squared. It was this statistic, with its known 


distribution, that was then used to test the hypothesis. 


eZ 


Five respondents added reasons for use to those listed 
mape@uesetor 1 and ranked them. Tnose additional reasons are 
Peseea below. The order in which they ae listed 1s not 
intended to imply any significance in deyree of importance 


PeSsCOnsecnsus. 


== OTe Ss reduce the efttect Of “Float” on incoming 
payments {four responses, ranked 1, 2, 3 and 6]. 


= ks CTP's were accepted to satisfy a customer who 
Gesired to pay by that method [one response, ranked 1}. 


For Question 1, the hypothesis of no agreement was 
Beyeectea at a Significance level of .005. Thus, there is 
agreement as to which reasons for using CTP's were more 
important than the others. 

Survey Question 2 asked the respondents to rank order 
the following difficulties experienced in implementing 
erp Ss: 


-a- Accurately forecasting the cost/benefit 
euagde=-OfLtS Of USingeCTP'’s was difficult. 


-b- Establishing the terms of agreement for 
Memes tele Ss Was alfficult: 


all Gli Making the necessary software changes for 
Meili zing ClP°s was difficult. 


=o = Changing internal corporate procedures for 
Wer Ztine cre S Was GQifricult. 


-e- Generating interest of our financial 
Mee temerons im ULL lizing CTP'’s was aqdl&ficult. 


As in Question 1, the respondents were given the opportunity 


to include an additional difficulty that they encountered. 
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And as in Question 1, these additional data were not 
included in the correlation calculations. The responses to 


~ 


Question 2 are tabulated in Table VI-2. 


OBSERVED RANKINGS FROMEOUE ST lONi 


DIFFICULTIES IN RANKING OF RESPONSES 
IMPLEMENTING 
i 2 3 4s > 
a. 6 10 7 5 4 
BE 6 5 4 ies 3 
ee ia. 5 8 4 " 
d. 4 9 g 6 5 
e. 5 3 4 4 16 


The statistical procedure used to analyze Question 2 
data was identical to that used on Question 1 data. The 
result of the analysis was that the hypothesis of no 
agreement could not be rejected at an acceptable level of 
Significance. Thus, there was no agreement by the 
respondents as to which difficulties experienced were more 
serious than otners. 

Twelve respondents added difficulties to those listed 


in Question 2 that they experienced in implementing CTP's and 
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rankead them. Those additional difficulties are listed 
below. The order in which they are listed is not intended 
Bo uiniey aty Significance in degree of difficulty or 
Gemeensus . 


-l- Generating vendors' interest in CTP's was 
ieoateule (foun resoonses, tanked 1, 1, 1 and 2]. 


-2- Generating vendors banks' interest in CTP's was 
difficult [two responses, ranked 2 and 6]. 


=e Using CTP's caused a loss of "float" benefits [two 
responses, ranked 1 and 2}. 


—4- Respondent's own banks had difficulty reporting 
CTP information [two responses, ranked 1 and 1]. 


=5'= Respondents' companies' nigh level management was 
hesitant to implement CTP's [one response, ranked 1]. 


io Respondent's company had proslems with the CTP 
data format [one response, ranked 2]. 


or SUavuy GCONGLUSIONS 

The hypothesis of no agreement among the respondents 
was rejected for reasons for use of CTP's, but could not be 
rejected for difficulties experienced in implementing them. 
Respondents consensually agreed meen Emenee Oortance Of the 


teasons for use in the following rank order: 


CONSENSUAL RANK REASON FOR USE 
a on CTP's permit reduced operating costs. 
-2- iow CTP's permit more streamlined transaction 
pueGeescing. 
= 55 ave CTP's permit better cash management 
forecasting. 


oe ae 


-4- es. CTP's permit participation in the trend 
toward use of electron te Funds) tran 


-5- oe CTP's permit improved bUSineéSsSS celationsmiss. 

The primary consensual reason for use was reduced 
operating costs. This 1s one of the primary promotional 
claims made for using CTP's and it appears to stand up under 
test by actual users. Two respondents commented with 
caveats, however, on the potential savings. "CTP's should 
permit this [reduced operating costs] eventually, but it 
will take a long time until many more corporations begin 
participating.” Similaniy, “|reduced™eperacing Costes. a 
result] with sufficient volume [of CTP use]." These 
statements reflect the general Cpinl en coneer aie waar 
Given in current literature and the need for economies of 
scale. 

Three respondents listed reducing opportunity costs 
attributable to mail float as an important reason for using 
CTP's. This is from a receivers point of view. Related to 
mail float, another commented that CTP's would eliminate the 
opportunity costs of "crediting for Giscounts (epaceam meen 
postmark date," while the actual funds were not available 
until several days later. This point was repeated when 
another user stated, "CTP's lock in float and make the 
payment date a negotiated item. We have no control over the 
actual clearing time on checks." These points were summed 


by a respondent who generalized, "any reluctance in this 
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program is on the sendiny side rather than the receiving 
Side." This comment has particular relevance for the Navy. 
As a potential user of CTP's, the Navy VOU nomny 2eyen tie 
sending side. Navy vendors would be on the receiving side. 

Respondents did not consensually agree upon the rank 
Sean wOorslErLTeylties in implementing CTP s. This does not 
invalidate tne collected data or refute the existence of 
any Gifficulties in implementing CTP's. The respondents, 1n 
actuality, may have agreed upon a rank order, sut that order 
can not be statistically proved (with a significant degree 
of conficence) as any different from a random order rankings. 
Thus, there is no best estimate of which difficulties are 
the most serious. 

There were a few comments that addressed float losses 
from a CTP originating perspective. The relative slowness 

f the check clearing system, or float, is widely exploited 

by companies to prolong the use of their funds. A BER isco 
that draws its checks on smail banks in remote areas, sucn 
as Montana or West Texas, can generate a few more days of 
interest bearing use of funds. But electronic funds 
transfer can reduce this type of float to nearly zero. 
Hence, “assuring management of the ability to maintain 
present float experience," as one user stated, was a comment 
Similarly made by four respondents. This seems to back up 


the earlier statement about the benefits being with the 
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receiver, not the sender. It bears ~Pepeating at Cima omn: 
that the Navy will only be a sender of CTP's. 

Four respondents listed as thelv@eeiiary aeee | 
"generating interest in other companies.” One stated it as, 
"finding vendors willing to accept ClP =.) tnesess tage tae 
reflect the hesitant acceptance of CTP's described in 
current literature. Closely associated witn finding vendors 
who will accept CTP'’s is finding venders” banks that can 
process CTP‘s. "Generating interest, not in our pena one 
in our vendors' banks," and “RDFI's were our greatest 
obstacle," were comments made. Two other respondents did, 
however, comment that there were problems witn their own 
banks’ information reporting capabilities: Born reterneamee 
their banks inability to report tne status of accounts ina 
timely manner after CTP transactions had taken place. 

"“{CTP] program is of little value if good funds remain idle 
in the bank over night," described both tneir ~oneeanee 
These comments support Similar statements made in current 
literature. 

There was an interesting contrast presented in the 
comments by two repondents. One, who elected not to rank 
the listed difficulties, stated, "None of the selecticns can 
be classified as diffleult. "Oppo cteem et syee tome Te, 
Stated, "Currently, the problems listed far outweigh tine 


advantages." This contrast in Opinwvens sie esoe reg) euenag 
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iim tant POlNt Concerning rank order statistics. That 
Bermenwis Enat G@&Stermining asrank order of variables through 
tne use of Kendall's Coefficient of Concordance, W, does not 
mean that tne ordering is correct. The ordering is 
Pem@eewelal only, even when there is a high degree of 
agreement. Whether the ordering was truly objective and 
reflected rational analysis may not be known until there nas 
seen much more experience with ana analysis of CTP's. 
Barlier in this chapter these vendor factors were 
Geclared to have an intangible effect upon the analysis of 
Beret usine CIP’ Ss in-tie Navy. But in Chapter IV it 
was stated that the predictions of the models were based 
upon inferences from vendor environment information. These 
NOmetat@ereraDlerereasons and difficulties constitute a 
substantial segment of vendor. environment information. aS 
@isearci attemptea EO incorporate this information into the 
analysis by asking the following guestion: Does it appear 
likely for any particular reason or difficulty that values 
in the prediction models would have been substantially 
S@beerand by ene intangible effects of that particular reason 
or difficulty (if it could have been cuantified) so that the 
deeuciommrnle would have directed the opposite finding? The 
answer to this auestion, for both reasons and difficulties, 


was "no." 


SEALY, 


VII. CONCLUSTONS AND RECOMMENOATIONG 


Ae SUMMARY 

This thesis analyzed ENe (pOcen erat use of Corporate 
Trade Payments (CTP's) by the Navy. CTP's aisemcay  Ceeme 
development in electronic funds transfer (EFT) technology 
that could be used to eliminate checks from the vendor 
payment process. Replacing checks with CTP's could be cost 
beneficial to the Navy. 

CTP's are electronic payments transmitted between a 
payor and a payee (potentially the Navy and a vendor) via 
the automated clearing house (ACH) system. The ACH system 
uses computers and telecommunications to link together a 
network of financial institutions across the United States. 
That network of 32 regional ACH associations includes 11,000 
commercial banks and 3,500 savings and loan associations and 
credit unions. 

Direct deposit is one of the most widely used ACH 
services. Direct Deposit/Electronic Funds Transfer (DD/EFT) 
1s a voluntary program which has enabled the Government to 
pay its civilian employees and military service members by 
electronic means. Nearly 40 percent of the Government's 
recurring payments are made through the ACH network. 


Significant savings have been achieved in making recurring 
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payments this way. Savings have been so great, in fact, 
that the Treasury is proposing legislation that would 
require all Federal employees to be paid by direct deposit. 

The Navy's interest in CTP's stems from the fact that 
ees tecinology Is similar to, thougn more complex than, 
SeCrecteCepoOstt Ss.) That Similarity may be sufficient to 
generate the same kind ot savings as direct deposit has from 
Sm@emtnating the cost of Drinting, mailing and processing 
checks. Another similarity is CTP's voluntary nature-- 
vendors cannot be forced to accept them. Just as was 
necessary Witn DD/EFT, major marketing efforts to promote 
using CTP'’s may be recuired if a decision is made to 
implement them for Navy use. 

CTP's are not without potential problems. Their 
acceptance in the private sector 1s not yet guaranteed and 
there are few banks that are able to process its electronic 
format. Even so, its format 1S capable of transmitting the 
necessary Government payment information to some conmercial 
companies. It is important to determine if it would be cost 
beneficial for the Navy to make some vendor payments by 
using CTP's because establishing EFT as the dominant payment 
system witnin the Government is a stated goal. CTP's are 
an already established, if not widely used, step in that 
Giise Gi don. 


The banking environment is becoming more competitive. 


Zk 


A major implication O£ Eis comMmpecitioneis tEiae oan sen es 
services to attract and keep their corporate customers. The 
result of this is the banking industry 1s moving away fron 
paper and labor intensive ayaa processing toward using 
EFT's, such as CTP's. ACH services have the nighest 
votential demand growth of any cash management service. If 
CTP's can continue to show lower processing costs than 
checks, their value as a cash management service may prompt 
their greater use among corporations. Additionally, the 


potential use of CTP's by the Government may nave tne same 


rh 


effect on their broader use as Government usage did in 
establishing the acceptability of direct deposits. 

This thesis made the assumption that it is feasible for 
the Navy to use CTP's for making vendor payments. Accepting 
this, it then asked whether it would be cost beneficial to 
do so. Another assumption it made was that there could not 
be 100 percent conversion of checks to CTP's, at least in 
the short run. Relevant costs of checks and CTP's were 
identified, compared and projected under conditions that 
would identify maximum potential benefits and more realistic 
benefits. Speculation about which Navy vendors could 
probably receive CTP's and the percentage of checks that 


could be converted was made on the basis of sample payment 


data. 
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CiemoeretlatlOnl avouc wnlem vendors coulda probably 
receive CTP's was made to enable the Navy to target ace el 
votential market segments. The idea of being able to pay 
all vendors by CTP's was recognized as unrealistic because 
of the currently limited CTP-capable environment. 

Pits seiesmMen cook Ehe position that CTP's would have to 
meet the needs of the marketplace to be successful as a Navy 
payment system. If its design does not meet customer needs, 
some other EFT system might better serve the Navy's 
purposes. iarket research in the private sector was used to 
identify the important reasons for using CTP's and the most 
difficult problems in implementing them. The primary market 
data received were tested with Kendall's Coerficient of 
Concordance ce d@tce cae whetner there was consensus amona 
the respondents providing the data. Testing revealed there 
waS a rank order consensus about the reasons for using 
ear oc. NO comsensus could be statistically proved for which 
Gteamtcwlates in@ammolementing CIP's were more important than 
others. The meee obtaining this information was to 
provide the Navy with market research in identifying vendor 
needs. If it were decided to implement CTP's in the Navy, 
it would be essential to market their benefits, to empnasize 


why vendors should accept CTP's and why it would be good for 


them (not wny it 1s good for the Navy). The Navy's 


Be 


potential use of CTP's must be marxet G@riven ing oeeron co 


cost beneficial. 


Ee CONCLUSIONS 

The conclusions reached In this Wenesis aveu eeen= 
potential use of CTP's in the Navy are drawn from the 
predictions of the models and the see resis. [2 1 Gan 
be assumed that those models were correct and the data they 
operated on were representative of their populations, then 
it may follow that the conclusions pased ubon them have 
merit. Conclusions drawn from the survey are based upon the 
statistically tested market data. 

i Piese Conc lustoen 


This thesis concludes that the incremental cost 


cm creme mw mmm www — iS 


The check has the higher incremental cost. This incremental 
C@crE Bierescaaae means that a potential net cash benefit can 
be obtained from converting checks Go CPP Ss is Ene ve nee 
the conversions generates sufficient savings to recoup the 
investment costs. 
ee Seconda Conc emer 
This thesis concludes that a realistic annual 


momma ee se 


savings Of $53,575 at No@y Oakland, Comte bemoseomicoe cs: 
using CTP*s. This conelusien is predveaeed Uren os eseng 
speculations. Analysis determined that for a sample of 


payment data, 3.5 percent of tne vendors represented 
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received 45 percent of the checks issued and 49 percent of 
the total payment amount. If these percentages were 
representative of the Navy's vendor population in toto, then 
the Navy could initially target that small, specific vendor 
segment for making payments by CTP's. Paying only that 
[veel lt tews.5 Dercent Of the vendors by CTP’s could result in 
achieving nearly half of the maximum possible savings if 100 
percent conversion From checks to CTP's were made. The 
maximum, or absolute, savings predicted in the analysis for 
100 percent conversion was $119,056. The analysis, 
additionally, speculated that the targeted 3.5 percent of 
the vendors would be capable of receiving. CTP's by virtue of 
the size of the payments they received. The reasoning was 
that large payments go to large Navy vendors, and large Navy 
Zewecnomtee larce Commercial banks. Data indicate that the 
Pieseseecommerelal oanks Can probably “Straignt through” 
process CTP's. Most banks do not nave tnis capability, 
and this fact severely limits the widespread use of CTP's. 
or. tmbedn cone usion 


This thesis concludes that relevant fixed costs 


mm i ae 


affect the pay-back period. Using CTP's in the Navy would 
probably involve recurring fixed costs for administrative, 
training, telephone, legal and printing requirements that 


would not otherwise have occurred if only checks were used 
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to pay vendors. The analysis did not estimate whaweenose 
costs would amount to. It did calculate what the fixed 
costs could be so that a Navy decision maker would be 
indifferent to using CTP's. For a decision maker to be 
indifferent, the Navy would experience no economic gain or 
loss from using CTP's. The greater the fixed costs, the 
longer the pay-back period required to recoup the investment 
costs. A more important criterion than the length of the 
pay-back period is the expected economic life of the 
investment. A cut-off date, equal to the estimated economic 
life, before which the savings generated would have to egqual 
the investment costs must be decided upon. The recurring 
fixed costs that would cause indifference to using CTP's 
were Calculated over estimated economic lives of one througn 
five years. Savings generated by using CTP's beyond five 
years are too uncertaih to be brought into the analysis. 

4. BOurt hi@eouehus10n 


This thesis concludes that using CTP S in the Navy 


opportunity costs from the lossyor Elda pepe ts Oommen 
time that it takes from when the Navy issues a check to pay 
a vendor until the time the funds are disbursed from the 

Treasury's account, float benefits accrue to the Government. 


Funds in the Treasury's disbursement accounts, which are 


held at Federal Reserve banks, can potentially earn interest 
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on Feceral Reserve notes. This interest is earned when the 
Federal Reserve loans excess funds in the Treasury's 
accounts overnight to banks or uses them to buy securities. 
The interest earned, net of the Federal Reserve's costs, is 
paid to the Treasury. CTP's will effectively eliminate 
Gisbursement float because net settlement for the Navy, tne 
Treasury, the vendors and their pvanks will occur 
Samuecanecuciy os =Sut the Opportunity cost of lost interest 
to the Treasury may be reduced by other expected penefits of 
using CTP's that are unknown or could not be measured. The 
analysis speculated that the Treasury may already be 
experiencing that opportunity cost for the payments made by 
@neee. to the targeted 3.5 dercent of Navy vendors because of 
their cash management procedures. If this were the case, 
Pi eres tollOowS  temat tne opportunity cost of lost float 
benefits for those payments would not be a relevant 
SousTacration. 

oe hie pmeenme lis lon 

ieeeeiootomGcanec ludes ENat Companies are in 

consensus about now important some reasons for uSing CTP's 


Bee etpaeea EG Other reasons. tf the Navy were to decide 
to use CTP's, marxeting that payment method to vendors would 
be important. CTP's success for the Navy would depend upon 


its capability to meet Navy vendor's needs, not its 


capability to meet the Navy's requirements. The Navy would 


Le 


nave to emphasize to its vencors wny tney snoulead accept 
CTP's, and why it would be good £6 Seem £0 bemeat ee 7 
way. This thesis can help identify vendor needs. It 
statistically tested primary market research data and 
determined the following order of importance of reasons for 


USInNGee TE se 


== CTP's permit reduced operating costs. 

== CTP’s permit more streamlined transaction 
DrOCeESS 1 Mae 

— CTP's permit better cash management forecasting. 
-4- CTP's permit participation in ene erend eevee = 


of electronie funds staanster. 
== CTP' permit improved business relationsnips. 
Gr SLX E ll Conmeiu sare 
This thesis concludes that companies are not in 
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consensus about which difficulties in implementing CTP's 


mm mr me re ee ea eee 


were more difficult than others. Market researcn should 


me a 
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provide the information needed to offer a product or service 
to a specific market segment. The information can be about 
benefits or difficulties, as in the survey conducted. This 
thesis attempted to determine if some difficulties in 
implementing CTP's were more serious or important than some 
were. The results could not be provec statistically 


different from a random ordexineg of (eaeuciet fleece 
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oe RECOMMENDATIONS 

The cost comparisons analyzed in tnis thesis between 
using checks and CTP's to pay Navy vendors are speculative. 
Tt follows that the conclusions derived from those 
comparisons are of a speculative nature, too. The foilowing 
recommendations about using CTP's to nay Navy vendors are 
made with an understanding of the amount of uncertainty 
involved in the analysis and the conclusions. 

ie First Recommendation 

The methodology of analysis used in this thesis 


Snould be reviewed and, if found acceptable, tested with 


more data. CTP's are relatively new to the commercial 


marketplace. Existing evidence from their limited use may 


-- 

bk 

C, 
yo 


MOt Constitute an adecuate basis for making long-term po 
conclusions about the Navy usinc then. Speculation was mace 
that it could be cost beneficial to use CTP's in the Navy,. 
PULmrUrENer research is necessary to confirm this. 
Assumptions mace about the capability of banks to process 
CTP's and the willingness of vendors to accept payment bi 
that method should be confirmed before cost beneficial use 


is accepted. Specific costs needing more analysis are th 


M 


marginal costs of checks and CTP's, tne investment costs of 
necessary software (and an estimate of its economic life), 
and CTP peculiar recurring fixed costs that could be 


expected. 
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De Second Recommendation 
the Navy. The National Automated, Clear rng ious.) soccw ane. 
has more data about CTP's than was analyzed in this thesis. 
It would be to their advantage to share these data with the 
Navy. Widespread growth of CTP use could be greatly 
accelerated if the Navy (and other Government agencies) were 
to implement them as a major payment mechanism. The 
Treasury began a pilot program in 1984 using CTP's. Results 
of that program should be reviewed. Additionally, the 
Treasury has commissioned studies pertaining to the 
implementation of EFT payment systems in Government 
agencies. 

SR: Third Recommendation 


The Navy should continue to monitor both the 


mmr mmm mm te ee 


PR mr me ee 


growing use of CTP’s. CTP Ss may be Simi lamepeme) maoge 
deposit in that a substantial investment will be required to 
establish them and ensure their success. Limitiny studies 
to only the operating costs of CTP's may lead to 
underestimating the cost of developing them as a major 
payment system for the Navy, at least in the short run. 
CTP'’s may prove to be an economically efficient metnod for 


the Navy to pay its vendors if enough of them will accept 
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payment by EFT. Vendors will accept them only if there is 


I 


penefit to them in doing so. 


Pak 
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VENDOR PAYMENT SAMPLE 
SORTED ON NUMBER OF "Cree. Abb 
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Total Dollar Payment Paid 
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VENDOR PAYMENT SAMPLE 
SORTED ON AMOUNT OF PAYMENT 


Number OF VChec hear aac 
Total Dollar Payment Paid 
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DATA SUMMARY 
Number of vendors: 143 
Number of checks issued: 422 
EOtalwbaymenesamOune: $528,471 
Total number of invoices paid: 700 
Average number of checks received per vendor: 2.95 
Average number of invoices paid per check: 1.66 
Average dollar payment per check: $1,252 (rounded) 
Average dollar payment per vendor: $3,696 (rounded) 


NOTE: Tnis data summary pertains to both Appendix A and 
Appendix B. 
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APPENDIX 


EXAMPLE OF SURVEY O07 ie hier 


[INSIDE ADDRESS: Tailored to recipient] 
Dear Mr./Ms. 


There is considerable interest within the Department of 
the Navy in making vendor payments through tne increased use 
of electronics funds transfer. More specifically, the 
Corporate Trade Payment is being considered as a possible 
means of making electronic payment to Navy vendors. 


It is the Navy's interest in this subject tia peenae- 
this letter to you. I ama Graduate student at the Naval 
Postgraduate School conducting thesis research into the 
potential use of Corporate Trade Payments by the Navy. In 
pursuing this study, I am trying £6 1@entify theese ea 
benefits and difficulties that were, or are now, experienced 
by actual users of this method of electronic funds transfer. 
I identified your company as a user of Corporate Trade 
Payments from information supplied to the Navy by the 
National Automated Clearing House Association. 


The brief questionnaire that I have enclosed will, I 
hope, require no more than a minute or two for you to fill 
out. Would you please answer the two questions and return 
the questionnaire to me in the envelope supplied. 

Through analysis of the data I hope you will provide, 
along with other aspects of my work, I nope to give the Navy 
an objective assessment of the possible use of Corporate 
Trade Payments. 

Thank you! 


Yours very sincerely, 


Frederick C. Alke 
Captain, United States Marines 


ig ve IS 3 
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APPENDIX D 


EXAMPLE OF SURVEY QUESTIONNAIRE 


CORPORATE TRADE PAYMENT QUESTIONNAIRE 


faoanConmatiecmiaeceoi7 i pemerhuce Sending CTP's, Or botn) 


Climo Ie: Why "owes you cheese <o use Corporate Trade 
Payments in your company? Please rank (1, most important, 
PreOughn 6, leasteimportant) 1 crder of importance to you. 


RANK 

a. ee ee ee mec cS Me Management LOorecasting. 

loys .... “GRBs permit more streamlined transaction 
processing. 

oF pee Oe eee hee Ced Operating Costs. 

d. eee emer EN ipisevec business relationships. 

e. CTP's permit SEE enoaencn in the trend toward use 


Qemelecteronic Funds Eransfer. 


ar Other: 
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QUESTION 2: What difficulties did you experience in 
implementing Corporate Trade Payments in your company? 
Please rank (1, moSt @iffticult, tarougn 6, leadseecnit le wae 
in order of difplvegie sem our 


RANK 


Thank you 


Accurately forecasting the cost/benefit trace-offs 
Of Wtili Zimeg = eTP Ss was “caremmeudner 


Establishing the terms of agreement for utilizing 
CTPS Was "dipeue unite. 


Making necessary software changes for utilizing 
CTP 'S was) :¢ 1easme Dente 


Changing internal corporate procedures for 
UELlIZing CEP S-was diteicume 


Generating interest of Our financial aisttee tien 
in utilizing CIP’s was diffe. 


Other: 


again-for your Barttetpacion- 
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RePENDIX & 
REN DAD beeen: LCL plier se ONCORDANCE PROCEDURE 
The Kendall Coefficient of Concordance expresses the 

degree of association among several variables measured in, 
Smeeranstonmed to, ranks. More specifically, it is a 
measure of the degree of variance among the rankings 
assigned to some number of variables by survey respondents 
from rankings that could be considered randomly assigned. 
The statistic tests the hypothesis that there is no 
agreement among the respondents. The null and alternative 


hypotheses are then: 


aa There 1S no agreement on the observed rankings, 
otherwise 
ens there is agreement on rankings among 


the survey respondents. 


The test, then, 1s one of. comparing a measure of the 
asscciation between the observed rankings to a measure that 
would represent absolutely ne agreement. The procedure is 


described as follows: 


Let N = the number of variables to be ranked, and let k 
= the number of respondents assigning ranks. The observed 
Cam eieeeeoe Chen arranged in a kK .X N table. For Survey 


Question 1, the table would appear as shown in Table E-l. 


143 
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OBSERVED RANKINGS FROM QUESTION 1 


REASONS FOR RANKINGS OF RESPONSES 
USE 
Z 2 ay 4 5 
a. 5 7 8 Rae 4 
Be 9 9 10 > 2 
ee dQ lez 7 4 2 
lies 2 4 6 dak Le 
a 9 3 4 4 ils 


ampeamweamweamweamwanwameeamamwamwameamwamamwamwamwamweamwamwamwanmwnamwantamwmeamamwmantakankanmant GDP Gm Beant ew aw anmamt GDB amtanat aD Gm am aw eamwPamweamweamweameamweam aw aw awe a= a 


The rank sum for each reason for use is then computed 


by adding the observed ranks shown in Table E-1 as follows: 


a = 5(1) + 7(2) © eee ae ernie = 107 
b = 9(1) + 9(2) + 10(3) + 5(4)) =e215)) eee 
© = 1001) & 1202) +) ee a eres = 81 
d= 2(1) #04(2) 45643) + 110) ey = 132 
@ = 9) * 3(2) © Sinn c) eeeCnaey =) bis 


If there were only Vandom assigniveney On gudl ii-(om Oe 
reasons for use, then each reason would be expected to 
receive each rank approximately the same number of times. 
For a random assignment of rankings, the expected rank sum 


for each reason would be 
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beets + ot N tik) = | N(N+1) (k) 
N DD (N) 


For this sample of k = 35, and N = 5, the expected rank sum 


we 


The ooserved rank sum for each reason is then compared 
to the expected rank sum, the difference between the two is 
squared, and then the squared differences are summed. The 


resultant quantity is called the sum of the squares, s. 


s = (107 - 105) + (67 = 105)* 
+ (81 - 105)< + (132 - 105) 
+ (118 - 105)£ 
S = (2) = (=18)~ + (-24) + (27)€ + (13)£ 
Ss = 4 + 324 + 576 + 729 + 169 
Ses, L802 


The statistic s, the sum of the squares, is then used to 
calculate a statistic whose distribution is known. 

For small samples (k less than 20) where the number of 
entities ranked, N, are less than 7, the Coefficient of 


Concordance, W, may be computed from 
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W 


For larger samples (k) or a larger number of entities 


(N) the following expression is approximately distributed as 


Chi souared with N - 1 degrees of freedom: 
2 12 s 


k N (N + 1) 


This expression is equivalent to 


and Cherenece. 


D6 =" i AGN t=" ieee 


Thus, the probability of the occurrence of any value as 


large as an observed W under the null hypothesis can be 


calculavedcs 


If the value of the Chi squared statistic that is 


calculated equals or exceeds the table value for a 


particular level of significance and Searctien lapse cor 
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degrees of freedom, then the null hypothesis that tne k 
rankings are unrelated may be rejected at that level of 
Simm iticance. 

For Question 1 of the survey, tne computed value of the 
Smcetiared Staerstic 15 20259 with 4 degrees of freedom. 
This 1S Significant beyond the .005 level, therefore, the 
DM yPOthecusmsS KLejected ston Question 1. 

tao le Beawlists ene observea rankings from Survey 
Question 2. These data are tested in the same manner as 


were Question 1's. 


OBSERVED RANKINGS FROM QUESTION 2 


Pe Le ULTIES IN RANKINGS OF RESPONSES 
IMPLEMENTING 
i 2 3 a 2 
a. 6 10 7 > + 
lone 6 5 4 14 3 
ex 11 5 8 4 4 
Glee 4 2 8 6 5 
e 5 3 4 4 ile 


—_— a ee ee eee ee ee ee ee ee ie ee ee ee ee es es es ee ee ss i ie ie es 


The rank sums for the difficulties in implementing 


CTP's are as follows: 
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a = 6(1) + 1O(2) £95713) + 3(4 ee = Cy 


b = 6(1) + 5(2) 4a 4a eres = 08 
c = 11(1) + 5(2) + 8(3) + 4(4) + 4(5) = 81 
d = 4(1) + 9(2) 4 8(3) + 674) ar = 95 
e = 5(1) + 3(2) + 4(3) + 4(4) + 16(5) = 109 


For Question 2, tne sample, k, was 32, and the number 
of variables to be ranked, N, remained 5. The exvected rank 
sum, then, is 96, and the sum of scuares, s, is 460. The 
calculated Chi squared Statistic iS 5275 with 4 decrees. 
freedom. This 1S significant only ae teem Zoe eve 
tnerefore, the null hypothesis is not rejected for 
Question 2. 

The significant value of the Chi squared test 
statistic for question 1's data may be interpreted as 
meaning that the respondents are applying similar standards 
in ranking the reasons. The similar standards are what 
causes them to be in agreement. This fact is valuable for 
the Navy to know if it desires to conduct a vendor oriented 
marketing campaign to encourage use of CTP's. The value 
comes from the ability to focus the marketing effort on the 
most important factors. There is no independent standard 
that the Navy could correctly use to determine whae Factor. 
are most important from the vendors" polmtes Of 971c7.e! fs 
the respondents' pooled ordering, collected as current 


primary data, that establishes a "consensual" standard. 
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The best eStimate of tne consensual rank order of the 
reasons and difficulties is provided by the rank sums only 
when the test statistics are significant. This is because 
the analysis procedure is based upon a least squares 
calculation, hence the most important and most difficult 
entities will have the lowest rank sums. The least 
important and least difficult entities will have the highest 
rank sums. The test statistic for Question 1 was tne only 
Slgnificant one of the two calculated. The reasons for using 
CTP'’s can then be given a best estimate of rank order 
Pipe cEanee timc recanniGt = 2e cone £Or the diftficulties 


experienced in implementing CTP's. 
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